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The Fourth Factor in Cost Accounting 
By Gorpon WILson 

It has become almost a matter of instinct, in planning cost 
accounts, to base the work on the three traditional fundamentals, 
labor, material and overhead. This is quite sufficient in a great 
many lines of business, and particularly in the case of industries 
in which costs can be based on the process method. Here, where 
the labor and the overhead are applied to the material in the 
mass, so long as a satisfactory standard of operating practice is 
maintained, no particular concern need be given to the fate of 
any individual particle of material. A given quantity of raw 
material is put into process and, under normal operating condi- 
tions, the expected quantity of product is turned out. The cost 
accountant cannot tell the operating man how he can get more 
product per unit of raw material—he can only compile the cost 
accounts for purely accounting purposes and analyze the items 
of labor and overhead in such a way as to indicate whether the 
proper standards of economy and efficiency are being maintained. 
In a great many manufacturing lines, however, there is a fourth 
factor in the manufacturing cost, which must be considered if the 
cost accountant is going to do his full duty by the manufacturing 
end of the organization, and that is spoilage. 

Cost accounting has two important functions to perform. For 
balance sheet purposes it must tell, as accurately as possible, the 
manufacturing cost of merchandise sold and on hand. The cost 
accounting that stops here, though, is not cost accounting. It is 
just bookkeeping. The real cost accountant must go much 
further. He must make his work of positive, productive value 
by showing why and how the finished product cost what it did. 
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It is not sufficient to charge to the cost of manufacture every- 
thing legitimately chargeable thereto; the charges must be 
analyzed, item by item and step by step, so that the manufacturing 
management may take the analyses and see where operations and 
processes are costing more than they should, note the cost of 
operations that may be dispensed with or replaced by less costly 
methods, and benefit, in general, by the application to the details 
of their operations of the same dollars and cents test by which 
they and their work must be judged in the long run. In short, 
the cost accounts must not merely record costs; they must also 
contribute directly toward the lowering of future costs. Forg- 
ings, castings and bar stock are enormously expensive today, and 
each hour of labor that is applied to them adds to their cost and 
to the potential drain on the profits of the manufacturer, should 
they be spoiled while in process of manufacture. Volumes have 
been written on the distribution of manufacturing overhead, 
although the overhead, however applied, must all come out of 
profit and loss eventually. Spoilage, on the other hand, is abso- 
lute loss and waste; and it is the duty of the cost accountant to 
show it up at its full cost, and to indicate where and how it 
occurred, so that the operating end of the organization may not 
only see the trouble in its full dimensions but also take steps 
toward its elimination. 


It is understood, of course, that spoilage frequently is not con- 
sidered or treated as a separate cost element. It is charged direct 
to profit and loss; it is treated as a part of the overhead—and 
sometimes it is gently but firmly ignored. There are certain 
arguments in favor of the first two methods; but there are other 
and better arguments against them. In the first place, spoilage, 
when presented as a lump figure, is likely to be accepted as a 
necessary evil. The problem is not attacked because, from its 
utter shapelessness, it offers no point of attack. Again, spoilage 
figures so presented are rarely complete. There is a tendency to 
limit them to the bare cost of the raw material, overlooking the 
fact that much costly labor with its attendant overhead, and 
many hours of valuable productive capacity may have been 
lavished on the piece before it was spoiled. A forging may pass 
through the entire process of machining, only to be rejected on 
final inspection as unfit for assembly. Its cost is the cost of a 
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highly-finished, merchantable article, but its value depends only 
on its weight and the market price of scrap. The labor and 
overhead have been spoiled and wasted, as well as the raw 
material, and any figures pretending to reflect the spoilage loss 
must take cognizance of this fact. Therefore, the spoilage cost 
of a job must be calculated simultaneously with the rest of the 
cost; so the logical and convenient thing to do is to embody it 
in the completed cost analysis. 


It may be said that to do this will have the effect of charging 
into inventory a loss chargeable to the profits of the period in 
which it was actually sustained; but it can be demonstrated that 
spoilage, when incurred, is actually a legitimate part of the cost 
of manufacture ; and as such may justly be carried through inven- 
tory into the cost of sales. It is inconceivable in the first place 
that a manufacturing concern should operate without spoilage. 
Therefore, a certain amount of spoilage may be accepted as a 
part of the regular routine of a manufacturing process; and the 
cost of the spoilage must be recognized as a part of the regular 
cost of manufacture. Incidentally, it is equally entitled, with the 
other factors entering into manufacturing cost, to be so analyzed 
and set forth that it can be measured, controlled and, if possible, 
reduced. If a certain percentage of spoilage is necessarily inci- 
dental to the manufacture of an article, the spoilage is just as 
much an element of the cost of that article as the material, the 
labor or the overhead. If an excess of either labor or material 
were used in the production of the article in question, no one 
would think of charging the excess elsewhere than to the manu- 
facturing cost. If this were not done, a bogey manufacturing 
cost might be laid out in advance, and the excess labor and 
material charges disposed of elsewhere as they were noted. This 
would not be constructive cost accounting, however—neither is 
it good cost accounting to charge spoilage, which simply repre- 
sents a combination of wasted labor, material and overhead, 
elsewhere than to the manufacturing cost of the finished article 
to whose production it was incidental. The really valuable cost 
analysis tells the whole history of the process under review. It 
records and measures the bad luck and bad management inci- 
dental to the production of the finished article; and whether the 
bad luck manifests itself as wasted labor, wasted material or 
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wasted productive capacity, that bad luck is a part of the final 
manufacturing cost. 

Very little can or need be said here regarding details of 
methods of handling spoilage in the cost accounts. Cost systems 
and the conditions which they must cover are so widely different 
that it would be a waste of time and a possible cause of con- 
fusion to go beyond generalities. It might be said, however, that 
even where shop order cost systems have been simplified to the 
point of crudity, provision should be made for recording, in the 
case of each job: 


1. The number of units spoiled in process and their approxi- 
mate cost up to the point of spoilage. 


2. The scrap or salvage value of these units, and 


The expense of correcting parts not hopelessly spoiled in 
manufacture, but which must undergo special treatment, 
in addition to the regular manufacturing operations or 
processes, before they can be used. 


In the case of jobs covering the manufacture of parts, the 
difference between items 1 and 2 should be shown as a separate 
item, under the heading “spoilage,” on the cost sheet, and the 
spoilage cost per unit of properly finished product should be 
shown. Item 3 may be included in the spoilage group, or shown 
as a separate item in the labor analysis, as circumstances may 
indicate. The degree of accuracy attained in valuing parts spoiled 
in process will depend, of course, on the degree of refinement to 
which the costs are worked out. Where labor and overhead 
charges are analyzed on a departmental, machine or operation 
basis, this work can be done very satisfactorily. Needless to 
say, the parts spoiled during each step in the process of manu- 
facture should be stopped there, as far as the cost sheets are 
concerned, and the unit costs of labor and overhead on subsequent 
steps based only on the number of parts, still unspoiled, which 
are carried into them. 

In assembly jobs item 1 should include all parts not accounted 
for and all damaged. parts, regardless of whether the latter will 
be repaired and taken back into stock or not. Item 2 will include 
the scrap value of destroyed parts and the stock value of repaired 
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parts; while item 3 will logically appear as a deduction from item 
2, in order to show the net salvage credit. 


And now, as always, we must answer the practical man, the 
man who insists on asking “What’s the use?” He will surely 
admit that spoilage is the most controllable factor entering into 
the cost of manufacturing an article, that it represents the most 
inexcusable drain on manufacturing profits, and that it is the 
one thing that everybody, from the workman up, is always 
tempted to hide or ignore. Frequently, spoilage is successfully 
hidden from superintendents and factory managers who would 
be keenly and actively interested in it if it came to their attention. 
The one unfailing way to see spoilage is through the eyes of the 
accounting department, which can gauge its exact extent by the 
cold logic of comparing the number of rough parts going into the 
factory with the number of finished parts coming out. Only the 
accounting department can measure the total loss that is sus- 
tained. A dozen parts spoiled in different stages of machining 
may not look so very different to the eye which instinctively 
appraises them all as junk; but it may be some of those parts have 
been spoiled after passing through an operation which has caused 
a substantial increase in their cost—an increase that might war- 
rant a change in men, methods or equipment if the accumulated 
spoilage at that point were known and tabulated. 


Complete figures on spoilage will frequently tell whether cheap 
raw materials are the most economical. We know, for instance, 
of one manufacturer who had it all figured out, to his own satis- 
faction, that it would pay to use thirteen cheap low-grade 
aluminum castings and lose three of them in manufacturing, 
rather than pay more for a higher grade of casting. He had 
made his calculations very carefully and had included an allow- 
ance for the scrap value of the spoiled castings and an average 
labor loss on each casting that was scrapped. When he checked 
his estimate against his cost analysis he found, however, that most 
of the fatal blow holes did not develop until the castings had 
passed through several rather costly machining operations, thereby 
upsetting his calculations on the average labor loss; and further- 
more, that the overhead in the department where these prelim- 
inary operations were performed was so high that he could not 
afford to waste his time on the cheap castings. 
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Electric Utilities Accounting* 
By W. A. Craper, C.P.A. 


The term electricity denotes the physical agency which 
exhibits itself by effects of attraction and repulsion when par- 
ticular substances are rubbed or heated. The name is derived 
from the word electrica, first used by William Gilbert in a treatise 
published in 1600. Hence the phenomena came to be called 
electrical, a term first used by William Barlowe in 1618. Gilbert 
was the first to conduct systematic scientific experiments on 
electrical phenomena. From that time many researches were 
made by scientists, and practical inventors were not slow to per- 
ceive that the theory was capable of purely technical application. 
As far back as 1841 large magneto electric machines driven by 
steam power had been constructed. 

In 1876, a Russian officer passing through Paris invented an 
electric candle consisting of two rods placed side by side and 
separated from one another by an insulating material. This 
invention in conjunction with an alternating current dynamo 
provided a new simple form of electric arc lighting. Two years 
afterwards C. H. Brush, in the United States, produced another 
efficient form of dynamo and electric arc lamp, and these inven- 
tions inaugurated commercial arc lighting. Incandescent lighting 
lamps then engaged attention. T. A. Edison in 1878 attacked the 
question of producing light and succeeded in completely sclving 
the practical problems. Electric lighting became commercially 
possible. Edison proceeded to establish in Pearl street, New 
York, in 1881, the first public electric supply station. With 
copious ingenuity Edison devised electric meters, electric mains, 
lamp fittings and generators complete for the purpose. In 1882 
numerous electric lighting companies were formed for the conduct 
of public and private lighting. By the end of the nineteenth 
century every large city in Europe and in North and South 
America was provided with a public electric supply for the pur- 





*A paper presented at the tri-state meeting of accountants, Wilmington, Delaware, 


April 11, 1917. 
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pose of electric lighting, and now a community has to be very 
small and very non-progressive not to have a central lighting 
station. i | i Lg Seay 

The industry has grown with such rapid strides that in 1916 
the earnings of the central stations of the United States derived 
entirely from the sale of electricity for light and power were in 
the neighborhood of $415,000,000; the output was over 23,000,- 
000,000 kilowatt hours. The rate of growth in 1916 over 1915 
was roughly fifteen per cent. in income and twenty-three per cent. 
in output. Incidentally, the income is greater in the Atlantic 
States than in any other group. 

The growth in business made it impossible for the accounting 
to develop as in other industries, and it was not until recently 
that this important matter received proper attention. When 
states started to pass public service commission laws with powers, 
in most cases, extending over the method of accounting and of 
financing, improvements were made. The National Electric 
Light Association has devoted several years to the development 
of a uniform system of accounting adapted to meet the needs of 
the electric business wherever it is carried on. 

The National Association of Railway Commissioners has 
taken up the subject of electric accounting with a view to prepara- 
tion of a national uniform system of accounts which it is hoped 
may have the approval of all the governmental bodies having 
jurisdiction in such matters. 

The committee on uniform classification of accounts, of the 
National Electric Light Association, is engaged in making a com- 
parison of the classifications of accounts of the various public 
service commissions, the interstate commerce commission, and 
the National Electric Light Association. From the study made 
of these various classifications it is expected that a uniform 
classification of accounts can be produced which will best meet 
the needs of all electric light and power companies, the public 
service commissions and the interstate commerce commission. 

It is clear that a uniform system must be elastic in order to 
be generally used, when we consider the variety of the conditions 
under which electric utilities are operated. Small plants cannot 
very well supply as many details as larger ones, which shows 
quite clearly that a system should be flexible. But it is a fact 
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that the electric utility business is conducted on the same general 
lines whether the company is located on the Pacific coast or on 
the Atlantic coast, and if the accounting principle is maintained 
that accounts should be made to fit the business, it is inevitable 
that general agreement will exist in accounting matters wherever 
the business is carried on. 

The director of the census, in a report to the secretary of 
commerce and labor, says: “The accounts must so divide and 
subdivide expenses as to disclose the three elements which make 
up the total cost of service—the demand cost, the customer cost 
and the consumption cost; and in turn must separate these costs 
into those that are fixed and those that are variable, so that from 
the data it will possible to determine the equity and wisdom of the 
existing rates for service and also to make all proper revision of 
incorrect rates for such service.” 


This rule has been consistently adhered to by the different 
authors of accounting classifications for electrical corporations. 

The accounting of an electric utility is done primarily to 
control the operations which include the financing, construction, 
production, distribution, selling, collection, purchasing and dis- 
bursement. An elaborate system is not indispensable, but it is 
essential that it be in sufficient detail to permit of cost analyses 
and comparisons. 

It is not possible, within the limitations of this article, to give 
in detail a schedule of the accounts and the items chargeable to 
each account. This can be obtained from any public service 
commission or the superintendent of public documents at Wash- 
ington. I will, however, use the classification of New York state 
as an example because it has been in use since January 1, 1909, 
longer than any other, and, with few exceptions, no attempt will 
be made to compare the various classifications. That was done 
by a committee of the National Electric Light Association, which 
submitted a report of over four hundred pages on the subject. 

The methods of bookkeeping employed by electric utilities are 
as numerous as are the utilities. The accounting methods and 
forms provided to accomplish the same results have not been 
unified. This is possible and I presume in time will be done. 

An electric utility is ordinarily engaged in the production and 
sale of energy for residence lighting, business lighting, municipal 
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street lighting, for power and often also for railway service. 
The amounts of money which the utility receives or becomes 
entitled to recover for such services rendered are called operat- 
ing revenues, and eighteen accounts are provided in the classi- 
fication of the public service commission of New York to cover 
the different sources of revenue of electric utilities. The oper- 
ating expenses are covered by seven groups of accounts, viz.: 
production, transmission, storage, distribution, utilization, com- 
mercial, general and miscellaneous. These groups are subdivided 
into ninety-four accounts. 

For what was formerly termed construction, and what is now 
generally called by the various commissions “fixed capital,” 
although in the Ohio classification it is termed “plant investment,” 
forty-six accounts are provided. 

Formerly vouchers were entered in the voucher register by 
writing the vendor’s name, the voucher number, the total of the 
voucher, and then distributing this total in as many columns as 
there were accounts affected. In order to provide for all of the 
accounts to which charges might be repeatedly made, it was neces- 
sary to employ a voucher register containing numerous columns ; 
but with the number of accounts mentioned I doubt if a progres- 
sive public accountant would attempt to advise a utility to keep 
all of these accounts in the general ledger. He would devise a 
system whereby the fixed capital accounts and the operating 
expense accounts would be kept in sub-ledgers, and in the 
general ledger controlling accounts “fixed capital” and 
“operating expenses” would be maintained. This does away 
with the old style cumbersome multi-columnar voucher 
register. But despite this modern practice, in 1913 a certain 
commission prescribed a form of voucher register for the electric 
utilities of its state, and this register has one hundred and ninety- 
four columns, two insert sheets, is twenty-eight inches long when 
closed, and fifty-six inches long when opened. This use of special 
columns is often carried too far. The object of special columns 
is to save posting to the ledger of numerous similar items; and 
unless the similar items are really numerous, to post them in 
detail may entail less work than to forward a column total over 
several pages of a register. 
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When sub-ledgers are used for these two classes of accounts, 
the voucher register can be of eight columns, viz.: amount, fixed 
capital, operating expenses, materials and supplies, two blank 
columns, and one for miscellaneous with amount and account 
columns. Such a book is thirteen and one-quarter inches long 
when closed, and twenty-six and one-half inches when opened. 

The advantages of such a condensed book and of sub-ledgers 
are manifold. A trial balance can be quickly taken off and an 
income account and financial statement prepared without being 
delayed by the details of the capital and expense accounts. These 
details are furnished later. Each voucher containing charges to 
these two groups of accounts is posted to the sub-ledgers. These 
sub-ledgers have a column for the voucher number and a column 
for the monthly debits, the total of which is recorded in a third 
column headed “monthly total.” Thus when taking off the trial 
balance of the operating expense ledger, the total of the monthly 
charges can be recorded on the trial balance sheet from which to 
prepare the monthly income account which is required to show 
the operations for the month as well as for the accumulative 
period. In practice these figures, both for the month and for 
the accumulative period, are recorded on the printed form which 
goes into the monthly report, and two operations are turned into 
one, the trial balance and the monthly statement being prepared 
simultaneously. 

These two groups of accounts must often be analyzed, 
especially the fixed capital accounts when statements of additions, 
betterments and improvements to property are being prepared 
for the purpose of filing with trustees of mortgages to obtain 
certification of bonds. This form of ledger is much more con- 
venient than the multi-columnar voucher register when an exam- 
iner is analyzing an account, as all public accountants know. 

Many electric utilities have their own form of invoice which 
the vendor is required to use. Bills from vendors are of various 
sizes and colors and in many cases are so completely filled with 
the vendor’s data as to make it impossible to find even a small 
space in which to place the imprint from the rubber stamp pro- 
vided to accommodate the company’s classification and other 
necessary accounting data. Companies using their own form of 
invoice claim that this causes confusion and that a uniform invoice 
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obviates such confusion. I do not approve such a method, as each 
manufacturer or vendor has a form of invoice best suited to its 
business, and its employes are experienced in preparing invoices 
on such forms. When the form of an electric utility is used not 
infrequently the information furnished is insufficient. 

Some utilities file vouchers alphabetically by names of payees. 
This is objectionable for the purpose of audit, as quick reference 
is not possible. Some begin a new series of numbers each month; 
others renumber each year. A satisfactory method is to number 
consecutively. Vouchers filed in this manner can be examined 
with much less expense to the utility and with less irritation to 
the professional accountant. 


Many corporations file the invoices and cheques separately, 
the accounting department keeping the former and the treasurer 
the latter. It is desirable, at least for purpose of audit, that the 
original invoice and the evidence of its payment should be filed 
together. 

In answer to an inquiry as to how jobbing and merchandise 
sales of a utility should be accounted for, especially the materials 
and labor elements, a public service commission ruled that “the 
proper treatment of the matter follows from the definition of 
revenue. Where the contract is one for the sale of merchandise, 
materials and supplies at a stipulated price and a separate con- 
tract is made to cover the labor of installation, the situation is 
different from one where there is a single contract which covers 
the goods installed. In the case of a single contract it is one for 
the production of a certain structure in a certain place, and the 
contract is analogous to one for the production and supply of 
electricity. In the latter case clearly the total receipt is the 
revenue, and the cost of the material and labor used in producing 
and supplying the electricity is the expense. In the former case the 
first contract is one for the sale of certain merchandise, materials 
and supplies, and the revenue is the total receipt less the first 
cost of such merchandise, materials and supplies, but not less the 
cost of labor and expense involved in delivering the goods. The 
merchant could not under our definition of revenue charge his 
expenses for rent of store, for heating, lighting, etc., and for clerk 
hire, to his revenue accounts, but must charge these to operating 
expense accounts, although it is proper to deduct from his gross 
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receipts the first cost of his merchandise, before determining his 
revenue. If from any motives of policy it is objectionable to 
charge the cost of merchandise, materials and supplies to expense 
accounts, the corporation should make one contract covering the 
sale of the goods and another covering the labor and expense of 
installing.” 

No public accountant will agree with this opinion. It looks 
to me like making the business fit the accounting and not the 
accounting fit the business. As house-wiring and appliance sales 
are in the nature of a side line and for the accommodation of the 
consumers of a utility, such utility needs to know the net profit on 
such operations. The accounts should be kept to show such profit. 
If the labor, etc., is charged into operating expenses and the 
receipts credited to revenue, the accounts are defective. Luckily 
all commissions have not wandered from sound accounting prin- 
ciples. The Ohio classification correctly provides that “the net 
amount only, or profit, shall be carried to the income account” ; 
so do the Wisconsin, Arizona and Indiana classifications. 

Most of the capital of electric lighting companies is invested 
in perishable plant. In some of the accounting orders of state 
commissions capital laid out in wasting assets, such as buildings, 
plant, machinery and the like, is described as fixed capital. This 
is a misapprehension of the facts. Consideration will show that 
all such outlay of capital, far from being represented by anything 
fixed, consists of nothing more enduring and substantial than 
expiring value acquired and paid for in advance on revenue 
account for the purpose of enabling the gross revenue to be 
earned, in which process the value of all these wasting assets will 
inevitably be destroyed. 

Leake, on Depreciation, says that “the theory that the capital 
and revenue outlay accounts of a profit-seeking undertaking are 
distinct, in the sense that the accounts relating to capital can be 
partitioned off and treated as the capital account, is a fallacy. 
All capital outlay on wasting assets consists merely of payments 
made in advance on revenue account, all of which are constantly 
expiring in the service of the revenue account, and therefore the 
value of the capital investment cannot be upheld except by 
regular and adequate contributions, which must be retained out 
of revenue receipts by being charged to revenue account.” 
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The number of electric utilities that do not keep depreciation 
accounts is many—unfortunately far too many. Much of the 
equipment of an electrical corporation is subject to rapid depre- 
ciation, especially from inadequacy and obsolescence. Failure to 
provide for the necessity of ultimately replacing the property 
thus suffering deterioration places the corporation in the position 
of being regarded as poorly conducted. An allowance for deteri- 
oration should be included in the income account in order to 
ascertain the true earning capacity of the company. Many of 
the utilities which keep depreciation accounts follow the rule of 
charging to depreciation the amount estimated to be necessary. 
to cover such wear and tear and obsolescence and inadequacy as 
have accrued during the month in the tangible electric capital 
of the corporation, such portion of the life of intangible fixed 
capital as has expired or been consumed during the month and 
the amount estimated to be necessary to provide a reserve to 
cover the cost of property destroyed by extraordinary casualties 
—less the amounts charged for that month to the various repair 
accounts in operating expenses. It is to be expected that the 
plants of utilities will be kept in such good repair as efficiency 
may require and that by this standard of maintenance the charges 
to depreciation will need to be sufficient only to take care of the 
matter of extraordinary casualty, obsolescence, accruing inade- 
quacy and other like matters. However, the rule is such that 
any failure to make necessary repairs will be automatically com- 
pensated by increased charges to depreciation account. The rule 
provides for a charge of an amount necessary to cover wear and 
tear as well as the other elements, less the amount actually 
expended and charged to the repairs accounts, for the month. 
This requires that in case repairs are allowed to go by default 
a larger amount be charged to depreciation and, conversely, in 
case of excessive repairs, the charge to depreciation is corres- 
pondingly less. 

Proper accounting requires that when anything is withdrawn 
or retired from service, the amount at which such thing stood 
charged in the capital account shall be credited to the capital 
account in which it stood charged at the time of withdrawal. 
To have an accounting record of the amount of depreciation 
accrued on the unit of equipment retired, a plant ledger similar 
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to that described by Saliers in his Principles of Depreciation is 
necessary. I am safe in saying that the majority of the smaller 
and many of the large electric utilities which maintain deprecia- 
tion accounts do not have a plant ledger showing the amount of 
depreciation accrued on each unit of equipment. But for that 
matter, I doubt if withdrawals and retirements of capital are 
always recorded. 

Many of the classifications of accounts which have been 
adopted by public service commissions for electric utilities require 
that throughout all capital accounts the first entry in respect of 
any particular thing shall describe it with such particularity as 
to enable its identification. Not much attention is given to this 
important requirement by many corporations, especially in the 
case of additions to buildings and continuous structures like 
electric line. The result is that a certified public accountant is 
often compelled to give a qualified certificate in respect to capital 
expenditures, stating that he has imputed good faith to charges 
of such character. 

After a utility has been constructed and put in operation, the 
extensions, additions and betterments are made in relatively 
smal] quantities, contemporaneously and in connection with its 
operation, and are to a large extent originated and installed under 
the supervision and direction of the operating officers and 
employes. A very large portion, if not all, of those services usu- 
ally classed as overhead fall within the scope of the duties of the 
manager, superintendent, foreman, etc., whose salaries and wages 
are paid out of operation, and whose employment and compen- 
sation are in no way made to depend upon the amount of con- 
struction done, but continue as well during periods of non-con- 
struction as during periods of extensions and additions. No 
portion of such salaries should be charged to cost of construction. 
In the ordinary piecemeal construction of additions and better- 
ments, overheads are generally found in prices paid for various 
items of equipment, the result being that the unit prices actually 
paid are usually higher than those which would result from the 
construction of the plant as a whole. 

A uniform standard of practice has never been set up for 
consumers’ accounts and records. It is doubtful if uniformity in 
such matters can ever be accomplished. 
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About eighty per cent. of the electric lighting companies use 
a loose-leaf ledger for consumers’ accounts, but only thirty per 
cent., approximately, arrange the accounts in geographical order. 
The loose-leaf record is not as cumbersome as a bound book and 
usually provides for a period of four years, whereas the bound 
book is generally for one year, necessitating rewriting yearly. 


Ledger accounts provide for several changes of customers 
at the address or location. Meter description, deposits and 
installation records are provided for, in addition to meter read- 
ings, consumption in kilowatt-hours, amount of bill, as well as 
date paid. 

The bills are made from the meter reading book and recorded 
on the consumers’ ledger. The ledger being in geographical 
order, this is quickly done. This operation is generally done by 
longhand, although machines are often used. The bills are 
addressed by addressing machines. Among small utilities the 
addressing is usually done in longhand or with a typewriter. 
Among the large companies the bills are dated by the printer, 
sometimes by addressing machines. The practice among small 
utilities varies. The bill has a coupon stub attached to it, often 
containing a notice urging the mailing of the coupon stub only 
with the remittance. After balancing each receiving teller, the 
stubs are arranged in order of account and are then used to com- 
pile the cash reports and for posting the payments to the ledgers. 


The cash receipts are usually recorded with adding machines 
on sheets of uniform size. The account number and the amount 
of the payment is recorded. 

The first office record of a consumer is the application for 
electricity. This record varies in size, according to the ideas of 
the different companies and the size of the file in which it is to 
be placed. 

The application record consists of a form for each applica- 
tion, which is signed by the applicant. The form contains certain 
fundamental rules of the company relative to the service and 
payment therefor which the applicant agrees to observe. On the 
back is placed information about the credit rating of the con- 
sumer. The form is numbered and turned over to the credit 
clerk. After passing by the strict scrutiny of that often officious 
personage, the application is sent to the order clerk. At this desk 
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a meter set order is made out and its number noted on the appli- 
cation. The bookkeeper is the next clerk to whom the application 
is sent. An account is opened in the ledger and the folio recorded 
on the application, which is then filed numerically. Some com- 
panies file the applications alphabetically, to create an alphabetical 
list of consumers. The experience of the writer is that the appli- 
cation can be located quicker if filed numerically, as seldom is 
it referred to without first referring to the ledger account, which 
shows the application number. 

The meter records, transformer records and pole records are 
not a part of the financial accounting, but upon the accuracy of 
the meter record depend the revenues of the company, so a word 
about meter accounting is not amiss here. 

Cards are used to keep a complete record of all meters owned 
by the utility. The best method of doing this is to give each 
meter a company number. As soon as an invoice is received for 
meters purchased, a card is made out for each meter and a com- 
pany number assigned to it. The cards are placed in the file of 
meters not in service until the meter is set, when the record of 
the set is recorded on the card, which is filed in the drawer for 
meters in service. The cards for meters not in service are kept 
segregated and checked each month with an inventory of meters 
in the meter stock room, which inventory is taken at the end of 
each month. Any discrepancies must be located immediately. 

A specially ruled book is used to keep a record of all meters 
set and removed, the entries being made daily from the meters 
set and removed work orders. In this book columns are pro- 
vided to show the size of the meter. This record is used to 
obtain the total of meters of each size set and removed monthly 
and is also used in connection with the inventory of meters taken 
each month. The number of meters set during the month is sub- 
tracted from the number of meters in stock at the beginning of 
the month and the number of meters removed added; the result 
shou'd agree with the inventory of meters in stock at the end of 
the month. 

It is necessary to keep storeroom records so that when mater- 
ials are used or sold the materials and supplies account will be 
properly credited and the affected accounts be properly charged. 
The materials and supplies ledger is an important record. It 
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gives a detailed record of all articles in the storeroom. It also 
provides the means of charging all items used or sold out of the 
storeroom at the proper unit cost. It is a perpetual and con- 
tinuous inventory of materials on hand, 

The accounting section of the National Electric Light Asso- 
ciation offers to its members courses in electric utility accounting. 
The actual writing of the advanced course is in the hands of an 
active certified public accountant, much of whose time is engaged 
in connection with electrical enterprises, and an instructor of a 
prominent university. From this we see that electric utilities are 
resolved that their accounting system shall not only conform to 
the best practice, but that their accounting staffs shall be 
especially trained in the phases of higher accounting affecting 
their business. 














Calculation of Continuous Compound Interest 


By LivINGsToN MIDDLEDITCH, JR. 


Compound interest is only an approximation. The under- 
lying idea is right, but we are wofully neglectful in bringing it 
from the realm of pure thought to the solid reality of practice. 
We compound only once or twice a year when we could 
as easily compound many times oftener than that. We should 
compound every instant—that is, continuously. Our most 
refined compound interest calculation based on the yearly or half 
yearly period is an approximation. How rough an approxima- 
tion it is few people fully realize. More will be said on this 
point, but we must first find an exact standard for comparison. 


A fundamental assumption of interest calculation is that the 
interest ratio* remains constant throughout the term of a loan. 
Whether or not this is a reasonable assumption will not be ques- 
tioned. The interest ratio will be regarded solely as a matter of 
agreement at the time the loan is made and as remaining constant 
throughout the term, independent of fluctuations in the money 
market, of changes in the general level of prices, of variations 
in the individual time-preferences of the parties to the loan, and 
of all other influences. This is, of course, in accordance with 
customary present-day commercial practice. 

Compound interest is based on the idea that when interest 
has been earned, but not paid, it becomes a new principal 
on which additional interest is to be earned. The interest 
ratio on this new principal is assumed to be uniform and to 
equal the ratio on the original principal. There is, of course, 
nothing sacred about this equality, for interest could very well be 
calculated on another basis. But there is no real reason for the 
use of any other scheme, which would only serve to make calcu- 
lations more complex, hence we conform to the convention. 

Where annual or other periodic compounding deviates from 
truth is in waiting during the period for interest to accumulate 
before allowing it to become principal and earn interest. The 





*Ratio, rather than rate, is the correct term in connection with compound interest. 
In compound interest the ratio is constant; the rate is not. 
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interest on the interest should earn interest as soon as it is itself 
earned—and so on, ad nauseum. The simple fact is that we 
should compound oftener. We should compound just as interest 
is earned—all the while. And we will now try to find out how 
this can be done. 


Unfortunately the formula for continuous compound interest 
cannot be derived without a bit of mathematics, so those who 
don’t choose to pick their way through a brier patch can walk 
around, taking the proof for granted. For their ears let it be 
said that the way it is done is to compound first once a year, 
then a hundred times, then a million, then a quintillion times, and 
so on. The result that is reached by this process involves that 
never-ending decimal called e, 2.71828..., which is the base of 
natural logarithms and a number in which mathematicians take 
fiendish delight. 


Let us start. 


If the interest be compounded q times a year, we have the 
formula 


r 
a = p(l + —) 
q 


where a = amount, p = principal, r = interest ratio per year, 
and t = time in years. 
r4@ 
Let us first evaluate the expression (1 + —) as interest is 
q 


compounded more and more frequently, i.e., as q becomes larger 
and larger, and we will then sarees the value thus obtained 
in the equation above. 


Expanding by the binomial theorem: 











e 2 qr q(q — 1)r* 
(l1+—) =1+ + 
q q a 
a(q— 1) (q—2) 
q* 3! 
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Then as q becomes immeasurably greater, 


r4@ r? rr 
limit (1 + —) >=1+4+r+—+—4.... 
q>=0 q 2! 3! 


Now, if e’ be expanded by Maclaurin’s theorem from the 
differential calculus: 








f(r) =e Therefore £(0) = 1 
det 
f(r) = =e (0) = 1 
dr 
d?(er) 
f"(r) = = er f"(0) = 1 
dr? 
s* r® r® 
Hence e'- => 1+ r+—+-—4....+—4+.... 
2! 3! n! 


These two series are identical (and convergent for every 
finite value of r), hence 
r4@ 
limit (1 + —) =e 
q=e q 


Substituting this value in the first equation above, the interest 
formula for continuous compounding is found to be 


a =p et 


We now have our exact fundamental formula a = p e't. 


The relation between time and amount is shown graphically 
by the curve in the accompanying figure. The curve is smooth 
and continuous, and not roughly built up of straight line seg- 
ments as would be the corresponding graph for interest com- 
pounded yearly or at any other finite time interval. It follows 
a continuous law, rather than being a discontinuous approxi- 
mation. 
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On the right side of the origin, 0, the ordinates or vertical 
distances from the time axis to the curve represent the amounts 
corresponding to various lengths of time that the principal p is 
at interest. On the left side of 0 these vertical distances repre- 
sent the present worths corresponding to a payment of p at 
various times in the future. The same law holds true a = p e* 
and we obtain the future value of a present payment (amount) 
or the present value of a future payment (present worth) 
according to our interpretation of the time as being positive or 
negative valued. Similarly the vertical distance to the curve 
from a point on the horizontal line through p represents interest 
or discount according as the time is taken positive or negative— 
to the right of O is interest, to the left of O is true discount 
(not so-called bank discount). 

To regard time as a magnitude which may be either positive 
or negative greatly simplifies amount and present worth calcu- 
lations and proves to be a very useful conception. 


Another brier patch: 


If p be taken as unity, the slope of the tangent at p is equal 
to the ratio of interest r, as may be shown by differentiation. 
Also, the ordinates from the time axis to this line represent 
amounts on p at simple interest, and the distances on the ordi- 
nates cut off between the tangent line and the curve represent 
interest on interest alone, or the difference between true com- 
pound and simple interest. 

Continuous compounding is based on a correct assumption 


and yearly compounding, as has been said, is merely an approxi- 
mation to that method. The law of continuous compounding 
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necessitates that interest and amount on a principal should be 
the same for all values of rate and time if their product rt is 
unchanged. For example, the amount of a sum at 1 per cent. 
for one hundred years should equal the amount on the same sum 
at 100 per cent. for one year. This is not true of annually com- 
pounded interest. 

To illustrate the divergence from truth and the non-uniform 
error of interest compounded yearly, let us take a specific 
example. 

The amount of one dollar at 1 per cent. for 100 years com- 
pounded yearly is, from Sprague’s table, $2.70481383, and at 
5 per cent. for 20 years, from the table again, $2.65329771. The 
amount in each case, compounding all the while, would be the 
same, $2.71828183. The error introduced by compounding 
yearly is greater the shorter time during which the principal is 
at interest—in the one case it is .013 and in the other, more 
likely to occur in business transactions, .065. Surely an error 
from truth of six in the second decimal place makes the follow- 
ing decimal figures meaningless. A large error in principle 
cannot be compensated by meticulous accuracy of calculation, 
yet we are repeatedly looking after the eighth decimal place 
when there is a large error in the second. 

Let us now turn to actual methods of calculation. 

Formule involving continuous compound interest are listed 


below: 


PD cc le aiid oty dds odadehewee es = pet (1) 
TE: £4 ic cnncavesmesennes<s = p et (2) 
et — 1 
Amount of an annuity of one dollar... —-—————-_ (3) 
ee —1 
1 — et 
Present worth of such an annuity.... = —————_ (4) 
ee —1 
Amount when payments of the annu- et — 1 
ity are made n times a year.... = —————_ (5) 
‘ ; s 


n(e" — 1) 
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1 — et 
Preset CO x sds. d.ns in cevdeas coves = ———_ (6) 
rt 
n(e? — 1) 
Amount when payment of the annuity et — 1 
re err = —————_ (7) 
r 
1— e* 
Preset Weeds oo o'seckisenssvas'eenes = ————_ (8) 
r 


The root of the problem of calculation with the above formule 
lies in the evaluation of e™ and et. When that is done the 
rest is schoolboy arithmetic. Within their range the miniature 
tables given below give results far nearer correct than if interest 
be compounded yearly no matter how many decimal places be 
used. If even greater accuracy is desired the figures may be 
looked up in Glaisher’s nine-place Tables of the Exponential 
Function* or they may readily be computed to any degree of 
refinement by one of the methods which follow. 

There are three methods of computation available for con- 
venient use. In a particular problem that one may be selected 
which best fits the figures of the problem or the taste of the 
computer. They are to raise e to the required power: (1) by 
multiplication of its logarithm, (2) by performing this multipli- 
cation by logarithms, i.e., by using logarithms of logarithms, and 
(3) by summing the terms of a series.t These three methods 
are used below in the same calculation to obtain a result to eight 
significant figures. 

Suppose it be required to find the amount of $100,000 at 
4% per cent. for eight years, correct to the nearest cent. In 
this case rt = .36 and the table below gives the approximate 
amount as $143,330, which is useful as a check. 





*Trans. Camb. Phil. Soc. XIII 188 254-261. These a only accu 
and extensive tables that I have been io on They 0 abel culeed te 
interest calculations, and may be consulted or photo-copied at most large libraries. 

tAnother method suggests itself as being simpler than these, that is to take anti- 
logarithms to the base e, which are also the powers of e, but unfortunatel; this 
method is not feasible because adequate tables are not available. There are no anti- 
log: tables worthy of the name and the log tables are not 
within the desired range to permit ef interpolation by first differences, 
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By the first method : 


log,, € = 0.4342944819 
36 





260576689 14 
13028834457 





Hence log,, e3° = 0.156346013484 
Finding the antilog: e3 == 1.4333294 


And the amount is $143,332.94 
By the second method: 


log, log,, e36 == 9.637784311 — 10 
logis log, € == 9.55630250 — 10 











log,» logy. ¢3° == 9.19408681 — 10 
The antilog = 0.15634601 
Find the antilog again = 1.4333294 
And the amount is $143,332.94 
By the third method: 
(rt)? (rt)* = (rt) * 
4 
2! 3! 4!* 


et = 1 + rt + 





The first term of the series is 1. 
“é 2d (ii “ “ iii ce 36 











(.36)? 
“c 3d “ ‘sé “ “ “ _— 0648 
2 
(.36)* 
“ 4th “ “ “ “ ‘“ ae 007776 
6 
(.36)* 
““ 5th “ “cc ‘“ “ ‘ _— .00069984 
24 
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(.36)° 
“ 6th if “ec “ “ “ = .000050388 
120 
(.36)° , 
“cc 7th ce ‘ “ “ec “ —_— .000003023 
720 
(.36)" 
“é 8th “e “ec “cc “ec ‘é — .000000155 
5040 
(.36)* 
“ Oth “ < sé “ec ““ —_ .000000007 
40,320 


Following terms will not influence the result for the first 
seven decimal places, so we need take no more terms. Only 
the significant parts of the last three terms were required, so 
contracted multiplication was used. 


Adding the values of the successive terms: 


5. 
36 
0648 
007776 
00069984 
.000050388 
.000003023 
000000155 
.000000007 





1.43332941-+- 
And the amount is $143,332.94 


In most cases the first method is much to be preferred. The 
second method would be convenient if the product rt were a 
number of many digits, as it saves multiplication. The third 
method may be used if a sufficiently accurate table of logarithms 
does not happen to be available at the particular time when it 
is wanted. 
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A few useful numbers are given below, the multiplication 
table of log,, e to reduce the multiplication in the first method 
to mere copying and adding, and the factorial numbers to save 
recalculating them for use in the third method. 


e = 2.71828 18284 59045 
log,» € = 0.43429 44819 03252 
log,, logy, € = 9.63778 43113 00537 — 10 


Multiples of log,, e 
0.43429 44819 032 
0.86858 89638 065 
1.30288 34457 097 
1.73717 79276 130 
2.17147 24095 162 
2.60576 68914 195 
3.04006 13733 227 
3.47435 58552 260 
3.90865 03371 292 


OANA Uf WN 


Factorial numbers 


ol= 1 8! = 40,320 
l!= 1 9! = 362,880 
21= 2 10! = 3,628,800 
3! = 6 lift= 39,916,800 
41= 24 12! = 479,001,600 
st= 120 13! = 6,227 ,020,800 
6!= 720 14! = 87,178,291,200 
7! = 5,040 15! = 1,307,674,368,000 




















Calculation of Continuous Compound Interest 


rt os rt et = 
(Amount) (Present worth) (Amount) (Present worth) 
0.00 1.0000 1.0000 0.50 1.6487 0.6065 
01 1.0100 0.9900 51 1.6653 6005 
02 1.0202 .9802 52 1.6820 5945 
03 1.0305 .9704 53 1.6989 .5886 
04 1.0408 .9608 54 1.7160 5827 


05 1.0513 9512 55 1.7333 .5770 
06 1.0618 9418 56 1.7507 5712 
07 1.0725 9324 57 ~—- 1.7683 5655 
08 1.0833 9231 58 1.7860 5599 
09 1.0942 9139 59 1.8040 5543 











10 1.1052 9048 60 1.8221 5488 
ll 1.1163 8958 61 1.8404 5433 
12 1.1275 8869 62 1.8589 5379 
13 1.1388 8781 63 1.8776 5326 
14 1.1503 8694 64 1.8965 5273 
15 1.1618 8607 65 1.9155 .5220 
16 1.1735 8521 66 1.9348 5169 
17 1.1853 8437 67 1.9542 5117 
18 1.1972 8353 68 1.9739 5066 
19 1.2092 8270 69 1.9937 5016 
20 1.2214 8187 70 2.0138 4966 
21 1.2337 8106 71 2.0340 4916 
22 1.2461 8025 72 2.0544 4867 
23 1.2586 7945 73 2.0751 4819 
24 1.2712 7866 74 2.0959 4771 
25 1.2840 7788 75 2.1170 4724 
26 1.2969 7711 76 2.1383 4677 
27 1.3100 .7634 77 ~=—-2.1598 4630 
28 1.3231 7558 78 2.1815 4584 
29 1.3364 7483 79 2.2034 4538 
30 1.3499 .7408 80 2.2255 4493 
31 1.3634 .7334 81 2.2479 4449 
32 1.3771 7261 82 2.2705 4404 
33 1.3910 7189 83 2.2933 4360 
34 1.4049 7118 84 2.3164 4317 
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rt ert eat rt ert eat ' 
(Amount) (Present worth) (Amount) (Present worth) i 
35 1.4191 7047 85 2.3396 4274 
36 1.4333 6977 86 2.3632 4232 
37 1.4477 6907 87 2.3869 .4190 
38 1.4623 6839 88 2.4109 4148 
39 1.4770 6771 89 2.4351 4107 


40 1.4918 6703 90 2.4596 4066 
4l 1.5068 6636 91 2.4843 4025 
42 1.5220 6570 92 2.5093 3985 
43 1.5373 6505 93 2.5345 3946 
44 1.5527 6440 94 2.5600 3906 





45 1.5683 6376 95 2.5857 3867 
46 1.5841 6313 96 2.6117 3829 
47 1.6000 6250 97 2.6379 3791 
.48 1.6161 6188 98 2.6645 3753 
49 1.6323 6126 99 2.6912 3716 


0.50 1.6487 0.6065 1.00 2.7183 0.3679 





























Analysis of Financial Statements 
By Paut Havener, C.P.A. 

The credit man of today, whether he be commercial banker, 
investment banker, manufacturer or merchant, in seeking infor- 
mation as to the financial standing of a concern has many avenues 
from which he can obtain data. The mercantile agencies with 
their investigations and reports, the credit clearing houses, the 
local credit men’s associations, the opinion of those with whom 
the concern has done business in the past—all these are available. 
These sources are, however, indirect and are all based largely upon 
hearsay and opinion. As to the general reputation of a concern, 
there is probably no better way of obtaining it, but as to its 
present financial standing—its ability to pay within sixty days 
for merchandise—this indirect method is dangerous and obsolete 
as compared with the concern’s own financial statement—pro- 
vided, of course, that this statement is true, properly prepared 
and verified. A true statement of a concern, showing on one 
side all its assets correctly valued and classified and on the other 
all its liabilities similarly treated, both as of a certain date, 
together with a history of its operations for the preceding 
periods, is the best means by which to pass judgment on the 
ability of a concern to meet its obligations at their maturity. 

These financial statements are technically known as the 
balance-sheet and the profit and loss statement. A balance-sheet 
is a statement showing on one side all the assets of a concern 
as of a certain date and on the other side all the liabilities. Custom 
in this country places the assets on the left hand side and the 
liabilities on the right hand side. The difference between the 
assets and the liabilities, if the assets exceed the liabilities, is the 
net worth. In the case of corporations, this net worth will con- 
sist of capital stock, surplus and undivided profits. In partner- 
ships, the net worth will be the capital accounts of the partners, 
together with any undivided profits. If the liabilities exceed the 
assets, there is no net worth or capital belonging to the owners 
left, and the difference represents the amount by which the con- 
cern is insolvent. The left-hand side of the balance-sheet shows 
what property the business has and the right hand side shows 
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to whom this property belongs. The profit and loss statement is 
an analysis of the operations of the business for a certain period 
of time, showing the total income and the expenses and losses 
during the period. It may be said that a balance-sheet is a cross 
section of a business, showing how it stands at a particular 
moment of time, and the profit and loss statement how it arrived 
at this present position from a previous one. 

The assets of a business are of two distinct types—fixed 
assets and current assets. Both of these can be further divided, 
but to keep these two kinds of assets always separate is one of 
the most important things in reading a balance-sheet. Fixed 
assets, also known as permanent assets, invested assets, etc., are 
those which represent capital sunk into the business, which 
cannot be converted into cash except upon the liquidation of the 
business. They are usually such assets as land, buildings, 
machinery, equipment, furniture and fixtures, patent rights, good- 
will, etc. These assets are not in the regular course of business 
convertible into cash, and therefore cannot be used to pay the 
current liabilities of the business. Current assets, also known as 
liquid assets, floating assets, quick assets, working assets, etc., 
represent cash and other assets that in the regular course of 
business will be cash, such as accounts receivable, notes receiv- 
able, merchandise on hand, etc. All past due or doubtful current 
assets should be called slow assets. The purpose of most busi- 
nesses is to convert current assets into cash as soon as possible. 
What may be a current asset in one business may be a fixed one 
in another. A linotype machine in a newspaper office is a fixed 
asset; in the storeroom or warehouse of a machinery dealer, it 
is a current asset. A concern may have total assets to the 
value of several times its liabilities and yet be unable to meet 
its obligations as they mature. This frequently occurs and the 
reason is that current assets are lacking and fixed assets cannot 
be used to pay bills, and it is a well known fact that fixed assets 
as a general rule suffer high depreciation when they are converted 
into cash, seldom realizing their book value. 

The liabilities of a business are also of two types, but the 
distinction is not so great as in the case of assets. The fixed 
liabilities are obligations which do not mature for several years. 
They are usually secured by mortgage on the fixed assets, such 
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as mortgage notes, bonds, purchase money obligations, etc. Cur- 
rent liabilities, sometimes called quick liabilities, floating debts, 
etc., are liabilities which will have to be paid in cash within a 
short period of time, such as accounts payable, notes payable, 
payrolls, etc. 

The difference between the total assets and the total liabilities 
of any business, as previously mentioned, is the net worth. An 
analysis of the different classes of assets and liabilities will show 
clearly where this net worth is invested. 

With the balance-sheet and profit and loss statement as a 
whole visualized before us, let us dissect each item therein, as it 
is only by this process of analysis and critical inspection that we 
can arrive at a true understanding thereof. 

We have before us the balance-sheet of A, B and Company, 
which is as follows: 


BALANCE-SHEET 
A. B. & ComPpaANy 
As of June 30, 1916 


Assets 

FIXED: 

Land and buildings, etc. 50,000.00 

Machinery and equipment 75,000.00 

Horses, wagons, etc. 5,000.00 130,000.00 
SLow: 

Accounts past due 10,000.00 

Due from officials 20,000.00 30,000.00 
CURRENT: 

Cash on hand 21,000.00 

Notes receivable 2,000.00 

Accounts receivable 175,000.00 

Inventories 75,000.00 273,000.00 
DEFERRED : 

Prepaid insurance and licenses 600.00 


Total assets 433,600.00 
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Liabilities 
CURRENT: 
Accounts payable 40,000.00 
Notes payable 60,000.00 


Total liabilities 100,000.00 


333,600.00 
Net Worth SE 
CONSISTING OF: 
Capital stock 200,000.00 
Surplus 83,600.00 
Profit for year 50,000.00 333,600.00 








The fixed assets are $130,000.00, slow assets $30,000.00, cur- 
rent assets $273,000.00, and deferred assets $600.00, making total 
assets of $433,600.00. The total liabilities—all current—are 
$100,000.00, leaving a net worth of $333,600.00. If this statement 
is correct and shows the true financial position of the company, 
it is in excellent financial condition, current assets being over two 
and one-half times current liabilities and the net worth fully 
taking care of the entire investment in fixed assets as well as 
$173,000.00 of the current assets. 


Frixep ASSETS 


The first item of the fixed assets consists of land and build- 
ings. On this particular item we ask the following question: 
Are there any liens or mortgages against the real estate and 
buildings? Many times a concern will have mortgages or pur- 
chase money obligations on this item and only show them on 
the balance-sheet at a net value; that is, the value afte? deducting 
the liens thereon. This is wrong. These liens or mortgages . 1ay 
fall due within a short period of time, seriously upsetting the 
relation existing between the current assets and current lia- 
bilities. 

The next question is the basis of value. Is the land at cost? 
Is the building at cost, less a reasonable allowance for deprecia- 
tion? Occasionally concerns, during a bad year’s business, 
revalue their real estate by charging it with arbitrary amounts 
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and crediting profit and loss. Real estate, which is a general 
term including both land and buildings, should be valued at the 
original cost in the case of land and cost less reasonable allow- 
ance for depreciation in the case of buildings. Any liens or 
mortgages thereon should appear among the liabilities of the 
company. 

Does the concern own the land and buildings? Frequently, 
because these items appear on the books of the company, it is 
taken for granted that it owns them in fee simple. This is not 
always the case, and the ownership of this asset can easily be 
verified by procuring certificate from the local title guarantee 
company or by examination of the tax receipts. If neither of 
these be available, a statement can be obtained from a trust- 
worthy attorney stating that he has examined the deeds and 
records and found that the real estate belongs to the concern. 


The second item in the consideration of fixed assets is usually 
machinery and equipment. The important thing governing their 
valuation is depreciation. Depreciation is a general term and 
covers the gradual diminishing in value of an asset whether by 
wear and tear or by obsolescence. Many failures of concerns 
with long established records, which have paid large dividends 
and big salaries to their stockholders and employees, may be 
traced to the failure properly to provide for depreciation on the 
machinery and equipment. The machinery in a factory can 
become obsolete over night in this age of modern invention. 
There are numerous instances of cotton mills and fertilizer fac- 
tories located throughout the south which, during the first years 
of their existence were financially successful, but put aside no 
money for depreciation on their plant and equipment, disbursing 
their e..cess receipts over apparent expenditures in dividends and 


,Salaries. Before they knew it, newer companies were organized 


with new machinery and equipment which could produce the 
commodity at a price less than the cost to the old concern. The 
result was, the old concern would try to meet the competition by 
selling its product at less than cost, and in a few years had not 
only consumed all of its net worth, but accumulated large current 
liabilities, and, in the final day of reckoning, stockholders got 
nothing and creditors a small percentage of what was due them. 
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Therefore, no matter how prosperous a manufacturing business 
may be today, unless this matter of depreciation is given due 
consideration, the day of failure is inevitable. 

All items such as furniture and fixtures, automobiles, wagons, 
horses and mules should be revalued each year. The rate of 
depreciation on them varies so much, depending entirely on the 
use to which they are put, that no fixed rate of depreciation is 
satisfactory. 

Hence, in summarizing, it may be said that tangible fixed 
assets should appear on the books of the company at cost less 
full depreciation. In the case of liens or mortgages thereon, 
these should be shown among the liabilities and not deducted from 
the assets. Intangible assets, such as goodwill, patent rights, 
trade marks, copyrights, franchises and concessions, are not 
always to be condemned, as in many instances they are assets 
easily converted into cash. They should always, however, appear 
on the balance-sheet under a separate heading and should not be 
included with the tangible fixed assets, as they now are by many 
of our largest corporations, desiring to cover up the so-called 
water in the capital stock issued. 


CURRENT ASSETS 


The first item of the current assets is usually cash. In more 
cases than one might suspect, this item is misleading. Banks 
sometimes ask concerns which are in the habit of overdrawing 
their accounts to deposit money with them, giving a certificate 
of deposit therefor. The concern then takes these certificates to 
other banks and borrows on them to the full amount of the cer- 
tificate. I remember an instance which came up a few years ago 
when called upon to audit a concern whose financial statement 
as prepared by its secretary-treasurer showed over $55,000.00 
cash on hand. This cash on hand consisted of ten $5,000.00 cer- 
tificates of deposit, which were used as collateral to a $50,000.00 
‘loan, and sundry paid bills, post-dated cheques, due bills, and 
other memorandums in the cash drawer. As a matter of fact, 
there was not one cent of available cash. Cash on hand should 
consist of money in the cash drawer which, except in cases of 
concerns located in places where there is no bank, should be 
comparatively small, and of funds in banks subject to cheque and 


354 


























Analysis of Financial Statements 


from which all outstanding cheques unpaid have been deducted. 
Pledged certificates of deposit, miscellaneous paid bills, due bills 
from officers or employees are not cash items and should never 
be so called. 

In this balance-sheet notes receivable appear too small in rela- 
tion to the other assets and should lead to inquiry as to whether 
or not the concern has rediscounted any of its notes. It is cus- 
tomary for a concern to rediscount its customers’ paper and, if 
it is not paid at maturity, the concern rediscounting has to take 
it up, so this rediscounted paper is a contingent liability which 
is liable to become a real one at any moment. A few years ago 
a large concern in New Orleans had over $200,000.00 of paper 
rediscounted which did not appear on their statement, and, in 
their final liquidation, over 80 per cent. was worthless. The 
financial statement of a concern should show somewhere the 
possible liability covering all paper rediscounted. The remaining 
notes on hand should be due from customers of the company. 
Notes from officers, employees and stockholders should be shown 
under a separate heading in the balance-sheet. Past due notes 
and doubtful notes should be put under a separate heading called 
“slow assets.” 


The thing to ask in connection with accounts receivable is 
how these accounts were created, whether entirely by legitimate 
transactions of the company or partly by items due from officers, 
employees, stockholders or merchandise sent on consignment. If 
the last be the case, these items should be eliminated and appear 
elsewhere in the balance-sheet. Another important matter is to 
ascertain whether any accounts have been sold to discount com- 
panies or assigned for any reason whatsoever. The practice of 
companies selling their accounts to discount companies, paying 
the exorbitant rate of interest of 12 per cent. per annum or over, 
is one that should be discouraged. It is the custom of many 
concerns to allow the customer a discount for prompt payment. 
The reasons for these discounts are not always financial ones, as 
many concerns which allow discounts are not borrowers of money 
at all. The principal reason in allowing a discount is that it 
closes the business transaction. The customer has his goods, has 
paid for them, the credit risk has been eliminated, and the money 
received. When accounts are sold to discount companies, the 
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credit risk has not been eliminated; the business transaction is 
not closed; nor has the money been received from the customer. 
Any concern which is in a financial position to sell its accounts 
to a discount company can as readily obtain money from a bank 
at a saving of over 50 per cent. in interest charges. 

In the auditor’s report on the audit of a company, he should 
state clearly the steps which were taken to verify the open 
accounts receivable appearing on the books of the company. This 
can be done by direct communication with the different debtors 
and should always be done, as it not only establishes the correct- 
ness of this item in the balance-sheet beyond any question of a 
doubt, but brings to the attention of the management of the con- 
cern which is being audited all disputed accounts and puts them 
in line for adjustment. Accounts receivable should appear at 
their net realizable value. Due care should be taken to see that 
full provision has been made for all possible deductions such as 
freights, returnable packages, rebates, special allowances, etc. 


INVENTORIES 


The important things to consider in inquiring into the inven- 
tories of a company are the quantities, quality and price at which 
the inventory was taken, and whether or not there are any 
liens on any of the inventories or consigned goods included 
therein. This is probably the easiest part of the balance-sheet 
to state incorrectly, and the only way that you can be sure the 
inventory appears at the right valuation is to know that it has 
been thoroughly tested as to quantities, quality, prices, footings 
and extensions by disinterested outsiders. No merchandise 
should be included therein except that which is salable, and all 
merchandise should be priced at cost or market, whichever is 
lower. When the value of goods is reduced to market value, in 
many cases a further amount should be deducted to cover cost 
of selling, etc. A great many auditing firms accept the state- 
ments of officers of the company for the inventory. This is 
wrong. The inventory usually consists of over 60 per cent. of the 
total current assets and it is therefore one that should be thor- 
oughly verified by the auditors. 
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Stow ASsSsETs 

Under the heading of slow assets should appear all invest- 
ments which are not readily marketable, advances to subsidiaries, 
amounts due from officers and employees, accounts and notes past 
due. Many times large withdrawals of capital by the officers of 
the company or proprietors will appear under heading of accounts 
receivable, and the auditor in examining the books of the company 
will be met with the argument that they are good. If this is the 
case, the auditor’s only recourse is to show them as slow assets 
and suggest to the officers of the company if they are good to 
pay them in full, and the cash will then, of course, appear under 
current assets. These withdrawals, when secured by stock of the 
same company, are really unsecured, and such items should be 
deducted from the capital of the company. 


DEFERRED ASSETS 


Deferred assets consist principally of prepaid insurance and 
licenses. It is usually a small item except in cases of agricul- 
tural corporations, which close their books in the middle of a crop 
season. In many cases, inventories of supplies and materials 
should be put under this heading. It simply represents expenses 
prepaid, of which the following operating period will derive the 
benefit. In comparison with the other assets of the business 
deferred assets should be relatively small. 


CurRRENT LIABILITIES 


In regard to the liabilities of the business, the first item is 
usually accounts payable. Accounts payable which are secured 
should be shown under a separate heading. This is an item which 
is readily manipulated and liable at all times to be under-stated. 
In auditing the affairs of a concern it is one of the most difficult 
items to verify. The only way in which it can be done is by 
carefully examining all the assets, seeing from whom they 
were acquired, and then sending out letters to the different sup- 
pliers asking for statements of account. I remember an instance 
when called upon by the creditors to examine the condition of a 
company whose statement was handed to me showing accounts 
payable of about $5,000. For the nature of the business it looked 
out of proportion. A careful inspection was made of the stock 
of merchandise on hand, ascertaining the suppliers of all large 
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quantities, and letters were sent to them requesting statements of 
account. When these statements were received and checked up 
it was found that the accounts payable were nearer $75,000.00 
than $5,000.00. 


Notes payable, like accounts payable, can be easily under- 
stated. In the balance-sheet or auditor’s report it is best that 
notes payable to banks, to note brokers and to other creditors be 
shown separately. An important matter in examining this item 
is to ascertain whether or not any money has been borrowed by 
the proprietors or officers in the concern’s name and turned over 
to the business with a credit to the capital account of the pro- 
prietor, instead of appearing as a liability of the business. I know 
of several instances within the past few years where notes have 
been given to banks for borrowed money in the name of the 
business, which were put into the business to the credit of the 
individual proprietor. Consequently, the financial statement, when 
prepared, did not show these liabilities. The auditor, who is 
familiar with this process, should carefully analyze the capital 
account as well as interest paid during the year and make a 
detailed analysis of how the different assets were acquired. If 
this is done he can be reasonably sure that his statement includes 
all the liabilities from this source. 

Liabilities for payrolls and taxes, it should be remembered, 
are first lien on the assets, and in case these items are out 
of proportion, remember that they will be paid before anything 
else, perhaps leaving little for the unsecured, common creditors. 

Amounts due employees, officers and relatives in some instances 
may be properly shown under a heading separate from current 
liabilities. Nevertheless, it should be distinctly kept in mind 
that, in case of financial difficulties, such accounts usually are 
paid before any others. 


CONTINGENT LIABILITIES AND RESERVES 


Full information should appear somewhere on the financial 
statement as to all possible contingent liabilities. We have already 
spoken of notes receivable rediscounted and accounts receivable 
sold. Accommodation endorsements have not infrequently been 
the cause of the failure of a prosperous business. Full inquiry 
should be made as to whether there are any such endorsements 
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outstanding, as they may appear at any time and demand payment 
in full. Inquiry should also be made as to whether there are any 
suits, pending in the courts, or judgments, which might make a 
material difference in the finaneial position of the concern. With 
the new employees’ liability law and other similar measures, it is 
possible for liabilities of this nature to arise at any time. Out- 
standing contracts, leases, moneys borrowed from members of 
family, etc., should be investigated to determine whether or not 
they have claims on the business. Special attention should be 
paid to reserve accounts. Reserve for depreciation should be 
deducted from the asset which it affects; reserves for taxes, for 
payrolls and for interest are not reserves, but accrued liabilities, 
and should show among the current liabilities. Reserves for bad 
debts, when appearing as a lump sum of say $5,000.00 or 
$10,000.00, should be closely investigated. Reserves for bad 
debts should not appear on the liability side of the balance-sheet, 
but be deducted directly from the accounts affected. In some 
instances an arbitrary amount set aside like this is not enough to 
cover the accounts which the proprietors know are worthless. It 
is only by a detailed inspection of each account individually that 
the amount necessary can be determined with any degree of accu- 
racy. A reserve for contingencies is usually a part of the capital 
of the business, consisting of profits temporarily withheld. 


Frixep LIABILITIES 


Fixed liabilities, such as long time bonds, should appear on 
the balance-sheet under a separate heading among the liabilities 
and not be deducted from the value of the assets against which 
they are liens. In the case of serial bonds, a certain amount of 
which fall due each year, the amounts falling due within a year 
of the date of the balance-sheet should be shown as current lia- 
bilities and not as fixed. Due caution should be exercised in 
ascertaining upon what assets the fixed liabilities, that is, the 
mortgages and bond issues, are liens. Occasionally they are first 
lien not only upon the real estate of the company, but upon all 
other assets, and in such cases this should plainly appear on the 
statement. 
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CapiTaL OR Net WorTH 
The important thing in analyzing net worth is first to see how 
the capital in invested and how it originated. Often the surplus 
of a concern is not real surplus, but a manipulation of the values 
of the fixed assets. 


* ~*~ = * a 


ProFiT AND Loss STATEMENT 

The examination of the profit and loss statement is principally 
a matter of comparison, the object, of course, being to see 
whether the business is going forward or backward. 

We have inspected each item in the balance-sheet; let us now 
go over the profit and loss statement in similar manner. 

Below appears the analysis of profit and loss of A, B & 
Company : 


ANALYSIS OF Prorit AND Loss—A, B & Co. 
For twelve months ended June 30, 1916 


Sales 500,000.00 
Goods on hand first of year 60,000.00 
Goods purchased during year 415,000.00 
Total to be accounted for 475,000.00 
Inventory at close of year 75,000.00 
Balance—cost of goods sold 400,000.00 
Gross profit 100,000.00 
EXPENSES : 
Rent 10,000.00 
Salaries 20,000.00 
Taxes 2,000.00 
Interest 4,000.00 
Miscellaneous 11,000.00 
Total expenses 47,000.00 
Operating profit for year 53,000.00 
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LEss: 
SPECIAL DEDUCTIONS AND LOsSEs: 
Bad debts 5,000.00 
Fire loss 8,000.00 
13,000.00 
PLus: 


SPECIAL ADDITIONS: 
Profit on sale of real estate 10,000.00 3,000.00 





Net income for year 50,000.00 
PERCENTAGES : ; 
Gross profit 25% on cost 20% on sales 
Expenses 11.75% on cost 9.4% on sales 
Operating profit 13.25% on cost 10.6%: on sales 
Net profit 12.5%, on cost 10% on sales 


The profit and loss statement is usually divided into sales, 
less cost of sales, which gives the gross profit, less expenses, 
which leaves the operating profit; then special deductions and 
losses are taken off and special additions are added thereon, 
giving the net income for the year. 

SALES 

Comparison should be made with previous periods as to the 
volume of sales, and in well conducted businesses this should 
usually show an increase. Inquiry should be made as to whether 
or not there is included under the heading of sales goods sent 
out on consignment or goods shipped to subsidiary companies, 
branches or agencies. Such items are not sales, but part of the 
inventory until sold. The total sales should be compared with 
the inventory in order to get the number of times stock has been 
turned over during the period. The turnover, of course, varies 
with different businesses. 

Sales should also be compared with accounts receivable, as 
this will show how fast the accounts are being liquidated, and 
also, in many instances, bring to light whether any accounts are 
included in accounts receivable not originating in sale of mer- 
chandise. From the total sales should be deducted full allow- 
ance for returnable packages, freights, discounts, etc. 
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Cost or Goops SoLp 


The most approved manner of arriving at the cost of goods 
sold, whether for mercantile or manufacturing concerns, is as 
follows : 

To the inventory of the goods on hand at the beginning of 
the year should be added the purchases of goods made during 
the year, or raw material plus cost of manufacture in case of 
manufacturing plants, plus any other direct charges, such as 
incoming freight, incoming drayage, etc. This gives the total 
goods to be accounted for. The inventory of goods on hand at 
the end of the year represents all goods which have not been sold, 
and is therefore deducted from the “total goods to be accounted 
for,” leaving balance as cost of goods sold. This, when deducted 
from the total sales, gives the gross profit for the period. It 
is obvious, therefore, that the amount at which the inventories 
are valued to a great extent determines the profit for the period. 


EXPENSES 


The expenses of the business should be carefully compared 
with the previous periods to see whether or not they have 
increased and whether or not the business is being managed 
economically. The item of interest should be carefully looked 
into as compared with the notes and accounts payable, as a check 
on the total outstanding. When miscellaneous expenses are 
shown at too large an amount, details should be required. Sal- 
aries of officers should be in proportion to the size of the business. 
When the total expenses are deducted from the gross profit, 
there then remains the operating profit for the year, from which 
should be deducted special deductions and losses. 


SpEcIAL DEDUCTIONS AND LOSSES 


All extraordinary losses, such as bad debts, fire losses, losses 
through damage suits, should be absorbed during the period in 
which they are discovered and not charged directly to surplus. 
When these items are charged directly to surplus, the profit and 
loss statement does not show the movement of the business from 
one balance-sheet to another as it should. The amount charged 
off on account of bad debts should receive due consideration as 
compared with the total sales. 
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SPECIAL ADDITIONS 


All extraordinary profits, such as profits realized from the 
sale of capital assets, should appear in the profit and loss state- 
ment under this heading, and should be added to the operating 
profit for the year, producing the net income. 

Somewhere in the profit and loss statement should appear a 
detailed statement of the percentages showing the gross profit 
based both on cost and on sales. Expenses, operating profit and 
net profit should be treated in the same manner. On account of 
the confusion in the minds of many as to whether percentages 
should be figured on sales or cost, it is usually best to figure 
them both ways. 

The important thing in connection with the examination of 
the profit and loss statement is its comparison with previous periods 
and with the balance-sheet. The balance-sheet should always 
show the net income for past fiscal period, which should agree 
exactly with the analysis of profit and loss. The profit and loss 
statement shows the earning power of the business as an organi- 
zation unit and, after all, the earning power is usually of more 
importance than the value of all the tangible assets. 

As a supplement to these financial statements, there should 
always be available such information as the total amount of 
insurance carried on the fixed and current assets, the organi- 
zation of the company, its history, etc. 

In conclusion, it is my opinion that the enormous numbers of 
failures and losses sustained in this country each year are 
caused many times by the fact that proprietors or managers are 
guided, not by dishonest financial statements, but by erroneous 
ones, embarking on undertakings beyond their means of execu- 
tion, not realizing their true financial condition until too late to 
retract. The public accountant, being skilled in the correct pre- 
paration and interpretation of the financial statement and accounts, 
has come to fill a distinct need in pointing out to the managers of 
business, to bankers and credit men such matters as we have 
discussed here. 
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EDITORIAL 


Accountants’ Services in Wartime 








Declaration of war by the congress of the United States has 
brought to light a spirit of patriotism and co-operation which far 
surpasses anything that would have been predicted a few months 
ago. Men and corporations engaged in all sorts of endeavor 
have placed themselves and their services at the disposal of the 
government, in nearly every case leaving the question of com- 
pensation to the government’s own decision. The whole country 
has arisen as one man to proclaim its readiness to serve. 

The accounting profession, through its national body, has 
tendered its services to the government, and, through a committee 
appointed for that purpose, has been engaged in discussions and 
negotiations with the council of national defense. 

One of the greatest advantages with which America is going 
into the war is the experience which her allies have already had 
in the work of preparation and administration. The government 
is looking to Europe for precedent and it is earnestly hoped and 
believed that many of the blunders which were made by our 
allies at the beginning of the war will be avoided here. Certain 
it is that there will be far less cause for inefficiency in the 
United States than there was in Russia, France or England when 
the war began. 

On the subject of accountants’ services, the British precedent 
should be of peculiar value to the American government. 

British accountants have rendered services of the utmost 
value and have received signal marks of approval from the crown. 
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Editorial 


Members of the leading firms practising in London and other 
English cities have been appointed by the government to super- 
vise and manage enemy banks and other enemy-controlled busi- 
nesses, to advise in connection with the limitation of profits on 
the railways, mines and other interests operated under special 
war legislation, as well as in the determination of the profits of 
several thousand controlled manufacturing and other establish- 
ments. They have also acted in various important advisory 
capacities in a number of departments of the government. All 
American accountants remember with satisfaction the brilliant 
work in connection with the organization and administration of 
the munitions department which has been done by Sir Samuel 
Lever, who for many years practised in this country and is now 
here on an important mission for the British government. 

Hundreds of men have joined the colors in all parts of the 
British dominions and the drain upon the accounting profession 
has been as great per capita as that upon any profession or trade. 
Much of the service which accountants can render is of such 
value that it would be unwise to divert men capable of that 
service to work in which their peculiar ability would not be given 
full play. In other words, there are many men whose value in 
the ranks would be no greater than that of the ordinary soldier, 
but their value in the administrative field would be immense. It 
would be a thousand pities to rob the not-overmanned adminis- 
trative organization for the sake of field work in which no special 
ability may be required. 

The result of the heavy tax upon the personnel of the account- 
ing profession in Great Britain is excellently set forth in a letter 
from the president and council of the Institute of Chartered 
Accountants to the prime minister. 

We reproduce the letter herewith and recommend to the con- 
sideration of the United States government the arguments which 
are adduced therein: 


Moorgate Place, London, E. C. 
7th March, 1917. 


To the Right Hon. D. Lloyd George, M.P. 

Sm: We desire very respectfully to submit on behalf of the Insti- 
tute of Chartered Accountants in England and Wales, certain facts in 
connection with national, statutory and other work which our members 
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and their staffs undertake, and the danger of not being able to maintain 
their efforts if by continued calls to the colors the already greatly depleted 
staffs are further reduced. 

The following summary indicates the main national work upon which 
public accountants are employed which has arisen in consequence of 
the war: 


(1) Acting as supervisors or controllers by appointment of the board 
of trade and the courts in the winding up of enemy owned or enemy 
controlled businesses which number over six hundred. 


(2) Acting in advisory capacities to the ministry of munitions in con- 
nection with the profits of 4,667 controlled establishments and the 
munitions levy; 


(3) Assisting or serving on committees at the war office, admiralty and 
ministry of munitions in connection with contracts and costings; 


(4) Serving on boards of referees set up by the treasury under the 
finance act and under the munitions of war act; 


(5) Acting in an advisory capacity in connection with the limitation of 
profits in collieries since they passed under state control. When 
regulations are issued and special forms of accounts and returns 
prescribed affecting, as they must do, over 3,000 pits, such accounts 
and returns must be certified by the auditors acting for the owners, 
all of which will be new and additional work; 


(6) Acting on behalf of the government in the certifying of the net 
revenues of controlled railway companies in the United Kingdom; 


(7) Acting for the guvernment in the control and supervision of 
licensed enemy banks; 


(8) Certifying, as auditors, the profits and preparing detailed infor- 
mation on behalf of the owners of controlled establishments, for 
munitions levy and excess profits for taxation purposes, and attend- 
ing at the ministry to give explanations and assistance; 


(9) Preparing and certifying statements relating to excess profits duty 
for submission to the inland revenue; 


(10) Certifying, as auditors, for purposes of depreciation allowances the 
hours worked by plant and machinery, the output, etc., in shipyards 
and engine works, and furnishing the admiralty with certificates 
of cost of particular jobs; 

(11) Advising the public trustee as to the value of enemy interests with 
a view to sale in registered British companies; and examining on 
his behalf claims made against enemy debtors having assets in this 
country ; 

(12) Examining and certifying the monthly expenditure of munitions 
committees throughout the country. 
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The following is a summary of the normal duties devolving upon 
members of our profession, which must be fulfilled in addition to the 
special war work above described: 


(a) Auditing and certifying the accounts of statutory companies such 
as railways, docks, canals, gas, water and electric lighting and 
supply companies; the accounts of banks, discount houses, insurance 
and shipping companies and great financial, trading and commercial 
undertakings, delay in which would postpone the declaration of 
dividends to the embarrassment of investors throughout the country 
who depend on the regular receipt of such income as a livelihood 
and as a means of saving; and such delay would also defeat the 
prompt assessment of profits for income tax purposes and the col- 
lection of national revenue. The members of this institute audit 
the accounts of about 95 per cent. of the important statutory com- 
panies and companies registered under the companies’ acts, and no 
balance-sheet can be issued under the companies’ acts without there 
being an auditor’s report. 


(b) Acting as receivers, liquidators and trustees in bankruptcy under 
the court, which often involves the management and realization of 
large enterprises at home, in the colonies, and in allied and neutral 
countries where British capital is involved to an enormous extent; 


(c) Preparing periodical accounts of executors and trustees of large 
estates with a view to verification of assets and distribution of net 


income among beneficiaries ; 


(d) Certifying income tax statements on behalf of companies and 
traders throughout the country to assist in the collection of revenue. 


From the foregoing statement of facts it is obvious that the duties 
falling upon chartered accountants since the war have largely increased 
owing to the new requirements of government departments and the 
demands of clients who through the recruiting of their staffs have not 
the trained assistance they formerly had, and who depend for help and 
advice more and more upon their auditors. But chartered accountants and 
their staffs have also been greatly drawn upon not only for naval and 
military service, but for help to the government in the ministry of muni- 
tions, army pay department, inland transport and other work, with the 
result that the time has come when further depletions, if made, will render 
the continuance of their present work and the acceptance of new war 
work, however important, impossible. Many offices in London and in the 
industrial centres of the country have lost 70 to 90 per cent. of men 
between 18 and 41 years of age, and it has been a practical impossibility 
to replace them with older men of like experience and capacity. Women 
have been engaged and are employed as much and as far as it is possible, 
but they do not possess—nor do male substitutes possess—that specialized 
knowledge which only years of training bring and which is demanded in 
order that the duties falling upon us can be fitly and properly discharged. 
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The position thus created leads us to suggest: 

Ist. That practising public accountants and their staffs be placed in 
the list of certified occupations by the reserved occupations committee 
without any age or other reservation; 

2nd. That they be placed on the list of essential occupations whose 
employees are not expected to register under the national service scheme. 

No profession has been called upon so freely and responded more 
readily to government departments in giving advice and assistance, not 
only in the manner specifically described, but in serving on many com- 
mittees and commissions set up by departments of the state. 

It is in the national interests, and with a deep sense of responsibility 
that we venture to submit this memorial. 

We are, Sir, your obedient servants, 


(Signed) A. H. Gibson (President), Fred. John Young (Vice-Presi- 
dent), Thos. A. Welton, John G. Griffiths, J. S. Harmwood 
Banner, Ernest Cooper, Wm. Plender, John B. Ball, Fras. W. 
Pixley, G. Walter Knox, Jarvis W. Barber, Woodburn Kirby 
(Past Presidents of the Institute), James Ford, John W. 
Woodthorpe, C. W. M. Kemp, T. G. Shuttleworth, John E. 
Halliday, Francis J. Saffery, Edward C. Moore, J. H. Arm- 
strong, Eric M. Carter, Alfred C. Harper, A. Lowes Dickin- 
son, J. Hartley Blackburn, Theodore Gregory, Clare Smith, 
Thomas Wise, Arthur F. Whinney, Wm. Cash, Wm. Ash- 
worth, Thos. G. Mellors, John Gordon, George R. Freeman, 
R. H. March, N. E. Waterhouse (Members of the Council). 





Oklahoma C. P. A. Law 


At a meeting of the council of the American Institute of 
Accountants, held April 9, 1917, consideration was given to C.P.A. 
laws recently enacted in the states of New Hampshire, Idaho and 
Oklahoma. The laws reported from Idaho and Oklahoma were 
found unacceptable by the council. 

For the information of our readers we publish herewith the 
text of the Oklahoma law, which was signed by the governor of 
Oklahoma, March 30, 1917. 

Attention should be given to the provisions of section 1, to 
the effect that at least one member of the board must be of good 
moral character, and of section 4, on the diversities of ‘egrees 
which the board has authority to issue. 

This country has been rather less burdened than have some 
others by the use of initials after names, and in the matter of 
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accounting there have been chiefly the two more-or-less-familiar 
designations, C.P.A. and C.A. Now comes Oklahoma to the fore 
with C.C.A. and C.M.A., as well as C.P.A. 

It is noteworthy that the waiver clause does not err on the 
side of conservatism. 

The law also provides that certificates may be issued under a 
reciprocal arrangement with other state boards, but it does not 
appear likely that there will be an undignified scramble to enter 
into relations with a board entrusted with the administrative 
burden of this remarkable output of the Oklahoma legislature. 

There is one distinct novelty in the law which might have its 
advantages if it were not for the possibility of misuse. The act 
prohibits any person from practising as a public accountant unless 
he shall have been certified under the provisions of the act. In 
some of the British colonies laws have been passed prohibiting 
the practice of accounting by any persons except those holding 
certain degrees or members of certain accounting organizations, 
but in the United States it has been invariably the rule to make 
the restrictive clause of the law apply only to the use of the 
words “C.P.A.” or similar designations. In most cases it has 
been specifically provided that nothing in the law should be inter- 
preted as prohibiting anyone from practising as a public account- 
ant. It will be interesting to see what results follow the pioneer 
venture of Oklahoma. 

Aside from some of the originalities of the law, it also con- 
tains evidence of absolute political control. This, of course, is 
not a novelty, but its undesirability is not lessened by that fact. 


The text of the law follows: 


AN ACT REGULATING THE PRACTICE OF AUDITING AND 
ACCOUNTING IN THE STATE OF OKLAHOMA, CREATING 
A STATE BOARD OF ACCOUNTANCY AND PRESCRIBING 
ITS POWERS AND DUTIES, AND FIXING COMPENSATION 
OF APPOINTIVE MEMBER; PROVIDING FOR THE EXAM- 
INATION AND CERTIFICATION OF PROFESSIONAL 
ACCOUNTANTS, AND PRESCRIBING PENALTY FOR VIO- 
LATION OF PROVISIONS OF ACT OR FOR MAKING FALSE 
OR FRAUDULENT REPORTS, AND REPEALING ALL ACTS 
IN CONFLICT THEREWITH. 


"2 (Approved March 30, 1917) 


B. it enacted by the people of the state of Oklahoma: 


Section 1. There is hereby created a board to be known as the state 
board of accountancy to be composed of the state examiner and inspector, 
the attorney general and one member to be appointed by the governor. 
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Said member shall be of good moral character and a citizen of the state, 
and shall have had at least three years of practical experience as a public 
accountant on his own account in the state immediately preceding his 
appointment; provided, that following the first appointment hereunder the 
member so appointed shall be a certified public accountant under the pro- 
visions hereof. 

Sec. 2. Within thirty days following the passage and approval of this 
act, the governor shall appoint a person possessing the qualifications speci- 
fied in section 1 hereof as a member of the state board of accountancy, 
who shall hold office until June 30, 1919; and thereafter the term of office 
of the appointive member of said board shall be three years, or until his 
successor shall be appointed and qualified. All vacancies as to the appoint- 
ive member of said board, caused by death, resignation, removal from the 
state or otherwise, shall be filled by appointment from the roster of certi- 
fied public accountants under this act. Said appointment shall be for the 
unexpired portion only of the regular term in which such vacancy exists. 
The revocation of the certificate of the member of the board shall ter- 
minate his membership thereon. 

Sec. 3. The board shall organize by the selection of one of its mem- 
bers as president, one member as secretary and one member as treasurer; 
provided, however, that the office of secretary and treasurer may be held 
by one person. The board shall keep a complete and correct record of 
all its proceedings, and shall present annually to the governor a detailed 
statement of the receipts and disbursements of the said board during the 
preceding year, with a statement of its actions and proceedings, and such 
recommendations as said board shall deem proper. 

Sec. 4. The board shall have authority, subject to the requirements 
hereof, to confer degrees, as follows: 


A. Certified commercial accountant. 
B. Certified municipal accountant. 
C. Certified public accountant, 

and shall be authorized: 


1. To administer oaths to all applicants or persons appearing before 
o board in respect to investigations, examinations or the issue of cer- 
tificates. 


2. To conduct investigations and examinations. 

3. To determine the qualifications of applicants. 

4. To issue certificates to properly qualified applicants. 

5. To establish such rules and regulations as may be requisite prop- 
erly to carry out the purposes of this act and to maintain a high standard 
of integrity, education and proficiency among holders of certificates issued 
as herein provided. 


Sec. 5. Examinations of applicants shall be held at the state capitol 
twice each year, beginning on the second Mondays in April and October. 
Applicants shall file with the secretary of the board not less than thirty 
days prior to the time for holding examinations a written notice of their 
intention to take the examination and shall specify therein the class of 
certificates for which they desire to be examined. Examinations may be 
both oral and written at the discretion of the board, provided, that all 
persons now practising as public accountants, either on their own account 
or under appointment as assistant or as deputy state examiner and inspec- 
tor, shall qualify under the provisions of this act within one year from 
June 30, 1917, and the penalty provided in this act is hereby suspended, 
as to such persons, until on and after July Ist, 1918. 

Sec. 6. The written application of applicants for the degree of “certi- 
fied commercial accountant” shall at least cover the four general subjects, 
with a minimum time allowance as follows: 
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(a) Theory of accounts............... 3 hours 
(b) Practical accounting .............. 6 hours 
(c) Auditing (commercial) ........... 3 hours 
(d) Commercial law ............0-e0e 3 hours 


The written application of applicants for the degree of “certified 
municipal accountant” shall at least cover the four general subjects, with 
a minimum time allowance, as follows: 


(e) Theory of accounts................ 3 hours 
(f) Auditing (governmental) ........ 6 hours 
(zg) Revenue and taxation ............ 3 hours 
(h) Powers, duties and compensation 

of public officials................-.- 3 hours 


The board may add such other subjects as it may deem appropriate and 
necessary. Seventy-five per cent. shall be required in each subject. The 
degree “certified public accountant” shall be conferred by the board upon 
all persons who have attained the degrees of “certified commercial 
accountant” and “certified municipal accountant,” provided, that any appli- 
cant so desiring shall have the privilege of taking both the “certified com- 
mercial accountant” and “certified municipal accountant.” 


Sec 7. Any citizen of the United States, over the age of twenty-ene 
years, of good moral character. who has passed satisfactorily the exam- 
ination herein provided for shall receive a certificate of his aualifications 
to practise as a professional accountant. Every person holding such a 
certificate and every co-partnership of accountants, every member of which 
shall hold such a certificate may assume and use the title or abbreviations 
indicative of the degree conferred by the board. No other person or firm 
and no corporation shall assume or use the title “certified commercial 
accountant,” “certified municipal accountant.” “certified public accountant.” 
or the abbreviations, “C.C.A..” “C.M.A..” “C.P.A.,” or any other words, 
letters or figures. to indicate that such person, firm or corporation is 
certified as a professional accountant. 


Sec. 8. The board may in its discretion upon application in writing, 
waive the examination of and issue a certificate to any person of good 
moral character, a graduate of high school of recognized standing with 
a four years’ course, or possessing an education fully equivalent thereto 
and who is otherwise qualified as required by this act and the rules of 
the board, who for not less than three years has had the degree of 
“certified public accountant” conferred by or under the authority of 
another state, provided, that such certificate was issued with the approval 
of the state board of accountancy or examiners of the state issuing; and 
provided further, that the provisions of this section shall be held to apply 
only to such boards of public accountancy as accept, without examination of 
the holder thereof, certificates granted by the board of this state; and 
provided further, that the standards prescribed by law or the rules of the 
board and examinations conducted are, in the opinion of the board, fully 
equivalent to the standards maintained in this state. All applicants here- 
under shall submit such evidence as to qualifications as may be required 
by and be satisfactory to the board. If for any reason the certificate of 
original issue be revoked or canceled, the board of accountancy of this 
state shall forthwith revoke and cancel the certificate issued to such person 
in accordance with this section. 
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Sec. 9. The board shall have the power to revoke any certificate, if 
the holder thereof 


(a) shall have been convicted of a felony. 

eb} shall be found guilty of conduct involving moral turpitude. 

(c) shall certify to false or fraudulent statement or statements 
in relation to any audit or examination. 

(d) shall be found guilty of fraud or miisrepresentation in appli- 
cation for certificate or in examination therefor. 


No certificate shall be revoked except after a hearing thereon, at which 
hearing at least a majority of the board shall be present. Written notice 
of a proposed hearing shall be mailed to the holder of such certificate 
at his last known address at least twenty (20) days before the date 
thereof, stating the grounds or cause for such proposed action or revoca- 
tion, and appointing a time and place for such hearing. At such hearing 
the board shall have the power to compel the attendance of witnesses, to 
administer oaths and examine witnesses under oath. The board shall 
keep a complete record of all proceedings with respect to the revocation 
of certificate. 


Sec. 10. The first state board of accountancy, as provided herein, shall 
confer upon the state examiner and inspector and the member appointed 
by the governor the degree and the title of “certified public accountant.” 


Sec. 11. An expert accountant is hereby defined as a person skilled in 
the knowledge and science of accounting and who is the holder of a 
“certified public accountant” certificate issued in pursuance of the pro- 
visions of this act. 


Sec. 12. Each applicant for examination and certificate shall pay to 
the board a fee of twenty-five ($25.00) dollars at the time of filing his 
application. In no case shall such fee be returned. If the applicant fails 
to pass the examination he shall be entitled to take another examination 
without additional fee within one year. All fees collected hereunder shall 
be paid into the state treasury, as provided by law, and accrue to the 
general revenue fund. The expenses incident to the examinations held 
under this act, including the expense of preparing and issuing certificates, 
stationery, printing and the traveling expenses and per diem of the 
appointive member of the board while in the performance of duty under 
this act shall be a proper charge and shall be paid from the contingent 
fund appropriated to the use of the state examiner and inspector; provided, 
that in no event shall payments be made therefrom in excess of the amount 
4 fees collected and covered into the treasury under the provisions of 
this act. 


Sec. 13. The member of the board appointed under the provisions of 
this act shall be paid for the time actually employed in the performance 
of duties imposed by this act an amount not exceeding ten dollars ($10.00) 
per diem, and shall also receive actual and necessary traveling expenses. 


Sec. 14. No person shall be permitted to practise or hold himself out 
as a public or expert accountant or auditor for compensation either by 
using or subscribing his own name or the name of any other person or 
firm unless he has been previously certified as a professional accountant 
under the provisions of this act. 


Sec. 15. Any person, firm or corporation who shall illegally hold him- 
self or itself out as having received or as being the holder of the degree 
of “certified commercial accountant,” “ certified municipal accountant,” 
“certified public accountant,” or shall assume or practise thereunder as 
such, or use the initials “C.C.A.,” “C.M.A.,” “C.P.A.,” or any other letters, 
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words or figures without having received a certificate of qualification as 
such professional accountant from the state board of accountancy, shall be 
deemed guilty of a misdemeanor. 

Sec. 16. Any person holding a degree hereunder who shall through 
gross negligence or who shall knowingly make a false report shall 
deemed guilty of a felony, and upon conviction thereof shall be punished 
by imprisonment in the penitentiary for a period of not exceeding five 
years and a fine of not less than one hundred dollars ($100.00). 

Sec. 17. All acts and parts of acts in conflict herewith are hereby 
repealed. 





The regular semi-annual meeting of the council of the American Insti- 
tute of Accountants was held in the offices of the institute, 20 Vesey street, 


American Institute of Accountants 


COUNCIL MEETING 


New York, at 1:30 P. M. Monday, April 9, 1917. 


Present: 


W. Sanders Davies, president 
Carl H. Nau, vice-president 
Adam A. Ross, treasurer 
Harold Benington 

J. D. M. Crockett 

John F. Forbes 

J. S. M. Goodloe 

Edward E. Gore 

Elmer L. Hatter 

William P. Hilton 

Joel Hunter 

J. Porter Joplin 

Bertram D. Kribben 

F. W. Lafrentz 

George R. Lamb 

W. R. Mackenzie 

J. Edward Masters 

Robert H. Montgomery 
John B. Niven 

Waldron H. Rand 

W. Ernest Seatree 

E. G. Shorrock 

J. E. Sterrett 

Herbert G. Stockwell 
Edward L. Suffern 

William F. Weiss 

Arthur Young 

A. P. Richardson, secretary 


Arthur W. Teele, chairman of the board of examiners, was present 
by invitation and was accorded the privilege of the floor. 

Minutes of the preceding meeting were approved as distributed and 
the record of mail votes was read and approved. 

The treasurer presented his report, which was accepted. 

The report of the secretary was read and accepted. 

The report of the executive committee was read and accepted. 
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After discussion of a recommendation in the report of the executive 
committee it was resolved that the initiation fees received should be 
placed in the endowment fund and used for the purposes for which that 
fund is collected until further action of the council or the institute itself. 

The report of the committee on professional ethics was read and cer- 
tain rules of professional conduct recommended by the committee were 
discussed. A portion of one rule and the entire subject matter of another 
rule were referred to the committee for further report. With these excep- 
tions the rules were approved by the council. 

Special appropriations were made for the use of the committee on 
national defense and for the expenses of members attending the meeting 
of the “committee of fifteen” on November 11, 1916. With these amend- 
ments the report of the committee on budget was adopted. 

The chairman of the committee on education made an oral report 
explaining the activities of the committee and its efforts to codperate 
with the board of examiners. 

The chairman of the committee on federal legislation reported the 
results of activities in Washington. 

The chairman of the board of examiners at the request of the chairman 
briefly reviewed the work of the board and explained the plans for exam- 
ination of applicants. He also expressed the desire of the board of exam- 
iners to be of every assistance possible to state boards of accountancy and 
referred briefly to the possibility of codperation with some of the state 
boards in the conduct of examinations. 

The chairman of the committee on meetings submitted as the report 
of the committee the following tentative programme for the meeting te 
be held in Washington in September, 1917: 


Monday, September 17 
A. M.—Meeting of council 
P. M.—Probably open for sight-seeing, etc. 


Tuesday, September 18 
10 A. M.—Preliminaries 
—Business session 
2 P. M.—Papers 
—Small auto parties to some interesting points 
Evening—Theatre party 
Wednesday, September 19 
10 A. M.—Business session 
—Election of officers 
2 P. M.—Papers 
Evening—Dinner or banquet 
Thursday, September 20 
10 A. M.—Papers 
2 P. M.—Meeting of council 
—Trip to some interesting points 


The report was adopted. 
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The report of the committee on publication dealt with the bulletin and 
Tue JourNaAL or Accountancy. Information relative to the latter publi- 
cation indicated a gratifying progress in circulation. The report was 
adopted. 


The chairman of the committee on state legislation reported orally 
upon new C.P.A laws. The recommendation of the committee that the 
laws of Idaho and Oklahoma be not accepted by the institute and that 
action upon the New Hampshire law be postponed was approved. 


The committee also reported that an amendment of the Wisconsin 
law met with the approval of the committee. 


The committee on state legislation also recommended that in the model 
C.P.A. law approved by the council in September, 1916, there should be 
added after the words “chartered accountants” “or an equivalent degree 
issued or authorized by another nation.” 


The chairman of the committee on national defense made an oral 
report explaining the efforts of the committee to render every assistance 
possible to the United States government. The report was approved and 
adopted. 

Mr. Stockwell suggested the establishment of a fund for the purpose 
of helping men on the staffs of accountants who were called out on war 
service, and suggested the appointment of a committee to take over the 
professional work of accountants practising on their own account who 
were called or volunteered for military duty. These suggestions were 
discussed and referred to the executive committee, with power to act. 


The report of the committee on endowment was read and discussed. 
It was unanimously approved, ordered printed and distributed to the 
members of the institute. 


Certain questions raised in the report were taken under discussion. 
It was resolved that the library and statistical bureau should be estab- 
lished in New York and that quarters should be obtained in the down- 
town section of the city. It was resolved that the question of establishing 
the statistical department and appointing librarians should be left to the 
committee with full control of the funds concerned. 

The chairman announced tlie appointment of a special committee on 
collection to carry out the purposes of the committee on endowment. 

The committee appointed to prepare resolutions relative to the death 
of Ralph D. Webb of Minnesota reported as follows: 


ales a 


i | 
Ten years ago the American Association held its annual meeting at 
St. Paul and at that meeting many of us first met Ralph Webb. During 
the intervening years we learned to know him and to love him for his 
many sterling qualities, both as a man and as an accountant. He was 
an earnest, sincere and indefatigable worker for the good of the asso- 
ciation and his fellow members, and a sincere, true and loyal friend. 
His death is a great loss to the institute, the council and the entire 
membership. 
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We recommend that a copy of this resolution be spread upon the 
minutes of the council of the institute and a copy thereof be sent to the 
family of our lamented friend and associate. 


Respectfully submitted, 
(Signed) J. S. M. Goonzoz. 
R. H. Montcomery. 


The report was adopted by a rising vote. 
A letter expressing thanks for a floral tribute from the council was 
received from Mrs. Webb. 


A communication was received from the board of trustees of the 
American Association of Public Accountants suggesting that the council 
accept the following additions to the lists of membership certified to the 
institute under the provisions of the constitution, article II, sections 2 (a) 
and 3 (a): 


Members: 


William H. Van Hekle, Philadelphia 
W. B. Castenholz, Chicago 

L. C. Barnett, Louisville 

H. E. Baumgarten, Louisville 
Orville D. Harris, Louisville 
George F. Meldrum, Louisville 
L. Tipton Young, Louisville 

C. N. Bullock, Detroit 

F. G. La Bonte, Detroit 

Fred W. Morton, Detroit 

Walter H. Shultus, Grand Rapids 
William Tringham, Detroit 
Glynn Blanchard, Grand Rapids 
Edward A. Benson, New York 
Otho G. Cartwright, New York 
Charles L. Hughes, New York 
Leon A. Paperno, New York 
Francis Small, New York 

B. P. Leister, Bellaire, Ohio 
Harold D. Sampson, Milwaukee 
Elwood B. Revell, Philadelphia 
Michael H. Sigafoos, Philadelphia 
F. J. Knoeppel, Chicago 


Associates: 
George F. Bauer, New York 
Joseph Fisher, New York 
Robert S. Hull, New York 
Theodore Schuyler, New York 


It was resolved that these men be elected as of September 19, 1916. 
377. 








The Journal of Accountancy 


A vacancy in the membership of the committee on professional ethics 
caused by the death of Ralph D. Webb was filled by the unanimous elec- 
tion of Charles H. Tuttle of Boston. 

The chairman announced that Leonard H. Conant of New York had 
donated his accounting library to the institute. 

It was resolved that the secretary communicate to Mr. Conant the 
cordial thanks of the institute for his gift. 

The members of the council received an invitation to attend the meet- 
ing of the New York State Society of Certified Public Accountants, to 
be held later in the evening. 

The meeting adjourned. 



































Income Tax’ Department 
EpiTep By JoHN B. Niven, C.P.A. 


Rulings in connection with several of the federal taxes have been issued 
by the treasury department during the past month. 


I. Income Tax 


T. D. 2468 contains a new form called form 1012 (revised), to take 
the place of forms 1012, 1012A, 1012B, 1012C and 1012D for use in making 
the monthly list return of normal income tax withheld from interest paid 
on bonds and mortgages or deeds of trust or other similar obligations 
of corporations, etc. The modifications on the previous form seem slight. 

T. D. 2475 gives the decision of the United States circuit court of appeals 
in the case of the Union Hollywood Water Co., a public utility corporation, 
vs. John P. Carter, a collector, the basis of the action being the payment 
under protest of certain taxes under the corporation excise tax law of 
1909. Two interesting points are decided in this case. The first one is 
that, notwithstanding the fact that a public utility company may not be 
the owner of its plant and property devoted to public use in the sense of 
personal ownership, but is merely entrusted with the use thereof, which 
it must devote to the public, nevertheless it is still a corporation “organized 
for profit and having a capital stock represented by shares” and is subject 
under the law to pay the excise tax on its whole income. The other point 
dealt with in the case relates to receipts from consumers to pay for service 
connections to be laid in public streets, which receipts were practically all 
spent in laying such service connections. The corporation, while including 
the receipts in the return as part of its gross income, claimed as deduc- 
tions the amount so expended by it for service connections and pipe exten- 
sions. The court held that the moneys contributed by the consumers were 
properly included in the gross income, but that the moneys expended were 
invested in permanent improvements which tend to enhance the rental 
and the market value of the water system and were not permitted to be 
deducted from the gross amount of the income as they do not come 
within any of the permifted classes of deductions mentioned in the statute. 

T. D. 2476 extends the time in which nonresident alien individuals and 
corporations and American citizens residing or traveling abroad may make 
returns of income for 1916 to September, 1917. 


II. Caprrat Stock Tax 


T. D. 2457 gives the opinion of the commissioner of internal revenue 
that a company organized for the purpose of owning, developing and 
speculating in mining land or other real property is engaged in business 
within the language of the several supreme court decisions and is subject 
to the capital stock tax imposed by the act of September 8, 1916. 
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T. D. 2467 modifies a previous ruling and now provides that any surplus 
or undivided profits of a foreign corporation invested in United States 
bonds or other securities having no connection whatever with the actual 
business of the corporation transacted in this country should not be 
included in “capital invested in the United States.” 


III. Munition MANUFACTURERS’ Tax 


T. D. 2458 also modifies a previous ruling as to the taxation of net 
profits received in 1916 on contracts partly executed prior to January 1, 1916. 
The commissioner now holds that all net profits received in 1916 on con- 
tracts not fully completed prior to January 1, 1916, are taxable even though 
partly earned in a prior year. The test to be applied evidently is 
whether or not the contract under which the profits accrued was fully 
performed prior to January 1, 1916. If the contractor had fully complied 
with all the terms of the contract, both as to manufacture and delivery, 
the profits even though collected in 1916 need not be included in the 
return; but if any part of the contract was not completed then all the 
profit is required to be included in the return. The commissioner’s position 
may be in accordance with the law, but it certainly is not just or equitable 
and rather seems to carry his function of collecting as much as possible 
for the government to extremes. 

In addition to the rulings there is published under the heading of 
Income Tax a letter from the deputy commissioner dealing with including 
among the deductions of a corporation the amount of discount and expenses 
of an issue of five-year bonds. The commissioner states that the amount of 
discount and expenses should be prorated over the life of the bonds and 
the due proportion included among the deductions each year. And this 
is permitted notwithstanding the whole amount was written off against 
surplus in the year of issue. It is gratifying to have this clear expression 
of the position of the department because we must confess we had still 
been of the opinion that the department would not allow as a deduction 
any item which was not reflected in the books of account of the corpora- 
tion in the year of the return. 

There is also included in the income tax division a letter from a car- 
respondent dealing with the position of accountants under the income tax 
law which brings up a matter of great interest in these times when federal 
taxation generally is becoming so important a matter to every American 
citizen. 

I. Treasury Ruiincs on Income Tax 
(T. D. 2468, March 26, 1917) 


Revision of monthly list return, form 1012, and amending T. D. 1914 of 
December 9, 1913, accordingly. 

Income tax forms 1012, 1012 A, 1012 B, 1012, and 1012D, as provided 

by T. D. 1914 of December 9, 1913, and as required to be used prior to 


the date of this regulation, are hereby superseded and from and after 
the date of this regulation the monthly list return of normal income tax 
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withheld from interest paid on bonds and mortgages or deeds of trust or 
y a similar obligations of corporations, etc., shall be in the following 
orm: 


Form tora. (Revised.) 
To se Fittep 1n sy tHE InteRNAL Revenve Bureav. 


Unitep States INTERNAL REVENUE 


MONTHLY LIST RETURN OF AMOUNT OF NORMAL INCOME 
TAX TO BE PAID AT THE SOURCE 


To be made in duplicate to the collector of internal revenue for the 
district in which the withholding agent is located, on or before the 20th 
day of each month following that for which this return is made, showing 
the names and addresses of persons who have received payments of inter- 
est upon bonds and mortgages, or deeds of trust, or other similar —. 
tions of corporations, etc, on which the withholding agent is liable for 
the normal tax of 2 per cent. 


eee eee eee ee eee eee eee eee eee eee eee eee eee eee ee ee 
CRORE HEHEHE EEE EEE EEE HEHE EEE EERE EERE ED 
COREE OEE EEE HEHEHE HEHEHE HEHEHE OEE EES 


CORREO HERE HEHEHE EEE EHO EEE EEE HEHEHE EES 


(Full post-office address.) 
(Above space to be stamped by collector, 
showing district and date received.) 
(If debtor corporation makes its own withholding return, no entry need be made 
above on line provided for name of withholding agent.) 


For THE MONTH OF..........ccccceescccees , 19.. 
I certify that the following is a true and complete return of all normal 
tax amounting to $................ , required to be withheld and paid by 


the above debtor organization, with respect to all interest payments made 
during the month stated above, upon its bonds and mortgages, or deeds of 
trust, or other similar obligations; and that there are herewith inclosed 
all certificates* which were presented with coupons or with respect to 
interest orders. 


Tee eee eee eee eee eee eee eee eee eee 


Signed: 


Tee Pee eee eee eee eee eee eee eee eee eee eee eee) 


eee eee ee eee eee eee eee ee eee eee eee eee eee) 


(Capacity in which acting.) 





*List alphabetically below only certificates disclosing tax liability, but transmit all 
certificates with this return. 

Norz.—All substitute certificates of collecting agents, authorized by regulations, 
that are received by debtors or withholding agents will considered the same as 
certificates of owners, and in entering same in making monthly list returns, debtors 
or withholding agents will enter the name, address, and the number of the substitute 
certificate of the collecting agent in lieu of the name and address of the owner of 
the bonds. 
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Amount of in- 
come on which 
Name of payee Address in full withholdin Amount of 
agent is liable tax liability 
for tax 
oteeasenp canes 660h6nssd Bees es ceaeaee Didenddvedaccddl Bhacéstesesace 








Total (continue on form tora A, revised, 
Sy ED nnia's's heWane Cudbs sade eObkévsss Ghembccs skadssaebabchocedeonioe 











While certificates are required to be listed alphabetically where the 
volume of business is sufficiently large to require or make advisable a 
daily listing of certificates, in all such cases alphabetical listing will not 
be insisted upon, but all certificates must be packed and forwarded to this 
office in the order in which listed. 


Where an extension sheet is required it shall be in the following form: 


Unitep States INTERNAL REVENUE 


CONTINUATION SHEET—FORM 1012 a—(REVISED) 

















Amount of in- 
come on which Amount of 
Name of payee Address in full withholding tax liability 
agent is liable 
for tax 
Totals brought forward].........ccceccccccccccces apt eplione les, + ew re 
yo OTST TT hy TTT el Pee ere eee PORE REAL 











Return on this form shall be made monthly on or before the 20th day 
of the month for income tax withheld in the preceding month. 


The use of forms 1012 A, 1012 B, 1012C, and 1012D is discontinued. 


A summary of monthly list returns as herein provided and made 
during a calendar year will be listed on income tax form 1013, and this 
annual list will be filed with the collector of internal revenue on or before 
March 1 of each year and will constitute the annual withholding return 
of debtor corporations or their withholding agents for normal income tax 
withheld from interest paid on bonds and mortgages or deeds of trust 
or other similar obligations of corporations, etc. 

This return shall be printed on white paper, on sheets in size 16 by 
10% inches, and shall be printed to read along the 10%-inch dimension, 
with horizontal and column lines and headings as shown by the form 
herein provided. These forms will be furnished by the government. 

Monthly list returns made on forms in use prior to the date of this 
regulation will be accepted by the government up to and including April 
20, 1917, but all monthly list returns for April and subsequent months 
shall be made on the form here prescribed. 
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Corporation excise tax—Act of August 5, 1909—Decision of court 
1. Pustic Urmuirts. 


The fact that plaintiff was a public utilities corporation which, under 
the laws of the state, was not the owner of the property but merely 
entrusted with the use thereof, which it must devote to the public, does 
not entitle it to more favorable treatment than other corporations, it 
being a corporation organized for profit, having a capital stock repre- 
sented by shares, and the act making no exceptions in favor of public 
utilities. . 

2. Moneys Recetvep rrom CoNSUMERS OF WATER FOR SERVICE CoNnNEC- 

TIONS AND Pipe ExTeENsIONs. 


Moneys so received for service connections and pipe extensions are 
not permitted to be deducted from the gross amount of the income, for 
they-do not come within any of the permitted classes of deductions 
mentioned in the statutes. Moneys so expended are invested in per- 
manent improvements, which tend to enhance the rental and market 
value of the water system. (238 Fed., 329.) 


The appended decision of the United States circuit court of appeals in the 
case of the Union Hollywood Water Co. vs. John P. Carter, collector, is 
a for the information of internal revenue officers and others 
concerned. 


Unrtep States Circuit Court or APPEALS FOR THE NINTH CIRCUIT 


Union Hollywood Water Co., a corporation, plaintiff in error, vs. John P. 
Carter, collector of the United States internal revenue for the sixth 
district of the state of California, defendant in error. No. 2837. 


Before Grtpert, Morrow. and Hunt, circuit judges 


GILBERT, circuit judge: The plaintiff in error, a corporation, having paid 
under protest certain taxes under the act of August 5, 1909, section 38, 
for the years 1912 and 1913, brought an action in two counts to recover 
the sums so paid. The facts and the questions involved are the same in 
the two counts, and it will be sufficient to refer only to the first. 


It is alleged therein that the plaintiff in error, being a public utility 
corporation engaged in furnishing water for domestic use and irrigation, 
received in the year 1912 from consumers, to pay for service connections 
to be laid in public streets, the sum of $33,024.50, and that it expended in 
laying such service connections the sum of $31,006.12, that in the same 
year it received from property owners and persons engaged in the sub- 
division and sale of real estate, to pav for extensions of the water system 
to their property the sum of $52,895.65, and expended in laying such exten- 
sions in and through such property the sum of $51,235.12. Upon all of 
said sums so received for service connections and for the extension of 
the system into the lands of others, the plaintiff in error was required to 
pay a tax, although in its income tax returns, while it had included those 
receipts in its gross income, it had claimed a credit and deduction for the 
amount so expended by it for service connections and pipe extensions. 
The court below denied the right of the plaintiff in error to recover. 

The plaintiff in error contends that the moneys so received from prop- 
erty owners were not “gains, profits, or income” within the meaning of 
the statute; that they were moneys contributed solely for the purposes 
designated, and for the benefit of the contributors of the same, and were 
not subject to distribution among the stockholders of the corporation as 
dividends or otherwise, and could be used only for the specific purposes 
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for which they were contributed; that while the effect of the connections 
and extensions was to increase the plaintiff in error’s plant, it was not to 
increase its gains, profits or income. 

The question so presented does not seem to have been considered in 
any reported case. The statute provides that for the determination of the 
amount of the annual excise tax, which is fixed as the equivalent of 1 
per cent. of the net income above $5,000, the net income shall be ascer- 
tained by deducting from “the gross amount of the income of such cor- 
poration . . . received within the year from all sources”: (1) Its 
expense of operation paid out of income; (2) its losses, including a rea- 
sonable allowance for the depreciation of its property; (3) certain interest 
paid by it; (4) taxes paid by it; (5) dividends on stock of corporations 
subject to the excise tax. The plaintiff in error being a public utility 
corporation, we may assume that in the ordinary course of its business 
its income consisted principally of the sums paid to it by consumers for 
the use of water furnished by it. But it may also have other income, and 
we are of the opinion that contributions made by consumers of water or 
owners of land tracts for service connections and pipe extensions are 
income within the meaning of the act. Such contributions are moneys 
which come to the corporation in the ordinary course of its business, and 
they are properly included in a statement of its gross income “received 
within the year from all sources,” and the corporation is liable to pay a 
tax thereon, notwithstanding that all or nearly all of the sum so 
received may have been expended within the year in betterments and the 
extension of its system. 

Moneys so received for service connections and pipe extensions are not 
permitted to be deducted from the gross amount of the income, for they 
do not come within any of the permitted classes of deductions mentioned 
in the statute. Moneys so expended are invested in permanent improve- 
ments which tend to enhance the rental and the market value of the water 
system. They are not in the nature of improvements made merely to 
facilitate the transactions of a growing business, the expenses of which 
have been held deductible as necessary expenses of the business in com- 
puting the taxable net income of the corporation. Connecticut Mutual 
Life Insurance Co. vs. Eaton (218 Fed., 206). 

The plaintiff in error claims that ‘it should be distinguished from 
ordinary business corporations in that it is a public utility company, and 
under the laws of California it is not the owner of its plant and property 
devoted to public use in the sense of personal ownership, but is merely 
entrusted with the use thereof, which it must devote to the public. But 
we are unable to see in that fact any ground for holding that it is not 
subject to the plain provisions of the statute. It is still a corporation 
“organized for profit and having a capital stock represented by shares.” 
It does not deny that it is subject under the law to pay an excise tax. 
If so, it is subject to pay the whole of the tax, and it is to be dealt with 
precisely as any other corporation. The statute makes no exception in 
favor of public utility corporations. 

Nor do we think that a different conclusion should be reached because 
of the fact that the railroad commission of California has decided that 
meters and service connections paid for by consumers are not to be 
included in the valuation of the water company’s plant upon which it is 
entitled to earn a fair return. City of Eagle Rock vs. Eagle Rock Water 
Co. (3 C. R. C., 1054) ; in the matter of the application of the San Gabriel 
Valley Water Co. (8 C. R. C., 481). In the latter of these cases the com- 
mission said: 

Although these pipes were expressly donated to the company, they are 
not the property of the water company, and as such the company is enti- 
tled to a return on their fair value. On the other hand, the use value is 
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not measured by an estimate of cost, for there are a number of these 
pipe lines that have only one consumer for a large investment, and it 
is obviously unfair to permit it to become a burden upon the r ; 
of the system. ~~d 

It does not follow from these decisions of the California commissiori 
that moneys contributed for service connections must not be regarded as 
income, gains or profits for the purpose of determining the amount of the 
excise tax under the law of the United States. In Stratton’s Independence 
vs. Howbert (231 U. S., 400, 417) the court said: 


Evidently congress adopted the income as the measure of the tax to 
be imposed with respect to the doing of business in corporate form because 
it desired that the excise should be imposed, approximately at least, with 
regard to the amount of benefit presumably derived by such corporations 
from the currént operations of the government. 


The court further said: 


Moreover, congress evidently intended to adopt a measure of the tax 
that should be easy of ascertainment and simply and readily applied in 
practice. 

And further observed: 

It was reasonable that congress should fix upon gross income, without 
distinction as to source, as a convenient and sufficiently accurate index 
of the importance of the business transacted. 

And from this point of view it makes little difference that the income 
may arise from a business that theoretically or practically involves a 
wasting of capital. 

The judgment is affirmed. 


(T. D. 2476, April 5, 1917) 


Extending provisions of T. D. 2445 of February 12, 1917, which granted 
an extension of time in which to file returns of income for 1916 by 
nonresident alien individuals and corporations and American citizens 
residing or traveling abroad. 


The provisions of T. D, 2445 of February 12, 1917 (extending “to 
include May 1, 1917,” the time in which nonresident alien individuals and 
corporations and American citizens residing or traveling abroad may make 
ram of income for 1916) are hereby extended to include September 
a A 

In all such cases there is required to be attached to the return a state- 
ment of the reasons for the delay, and if any extension of time beyond 
September 1, 1917, shall be necessary, it is required that an application 
be made in each particular case, with a statement for the reasons for the 
request. 

II. Treasury Ruiincs on Caprtat Stock Tax 


(T. D. 2457, March 14, 1917) 


Capital stock tax 
A corporation organized for the purpose of buying, owning, exploring, 
developing, leasing, improving, selling, and dealing in lumber lands, 
mining lands, or other real property is “engaged in business” and sub- 
ject to the capital stock tax. 

Smr: Receipt is acknowledged of your letter of the 9th instant, inclos- 
ing a copy of a communication from the Coal & Coke Co., which 
is assessed $325.25 capital stock tax on your form 23C for January, 1917, 
folio 4, line 11, contending that it is not subject to this tax, inasmueh as 
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it is “not an operating company, but is the owner of lands and coal lands 
' which have never been mined since the organization of the com- 
any.” 

’ Mr. , secretary and treasurer of the company, refers to a state- 
ment made by a collector of internal revenue that he “is not enforcing 
the payment or assessing any taxes against companies that are not 
operating.” 

In reply to your inquiry you are advised that Mr. has undoubt- 
edly misinterpreted the statement of the collector as applying to his com- 
pany. Under the decision of the supreme court in the case of Von Baum- 
bach vs. Sargent Land Co. et al., decided January 15, 1917 (printed in 
T. D. 2436) it is very clear that a company organized for the purpose of 
buying, owning, exploring, developing, leasing, improving, selling, and 
dealing in lumber lands, coal or other mining lands, tenements, and 
hereditaments is an active corporation if it performs any of those powers, 
and is subject to the capital stock tax. 

It appears from Mr. ’s letter that the Coal & Coke Co. is 
not a corporation that has discontinued business, as in the case referred 
to in Zonne vs. Minneapolis Syndicate (220 U. S., 187), but is still active 
and is maintaining its organization for the purpose of continued efforts 
in the pursuit of profit and gain and such activities as are essential to 
those purposes. 

A number of inquiries have been made regarding the liabililty of cor- 
porations of this character to the capital stock tax, and this office has held 
in each case that a company organized for the purpose of owning, develop- 
ing, and speculating in mining land or other real property is engaged in 
business within the language of the several supreme court decisions, and 


is subject to the capital stock tax imposed under section 407, act of Sep- 
tember 8, 1916. 














(T. D. 2467, March 27, 1917.) 


Capital stock tax 
Paragraph 2 of T. D. 2417 of December 16, 1916, amended. 

The ruling published in paragraph 2 of T. D. 2417, of December 16, 
1916, is hereby amended and corrected to read as follows: 

Any surplus or undivided profits of a foreign corporation that are 
invested in United States bonds or other securities having no connection 
whatever with the actual business of the corporation transacted in this 
country may be stated on the return, form 708, under item 3, but should 
not be included under item 1 as “capital invested in the United States.” 


III. Treasury RuLInGS ON MUNITIONS MANUFACTURERS’ TAX 


(T. D. 2458, March 16, 1917.) 
Munitions manufacturers’ tax 


Net profits received in 1916 or subsequent years on munitions contracts 
entered into but not fully performed prior to January 1, 1916, shall be 
returned for the purpose of the tax as income of the year in which 
received. 

Your attention is called to the fourth full paragraph of article 10, 
rs — 39, issued under date of October 24, 1916, which reads as 
ws: 


If, however, the contracts were not fully performed prior to January 
1, 1916, any profits resulting from that part of the contracts performed 
subsequent to January 1, 1916, must be returned for the purpose of the tax. 
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This paragraph would imply that any profits received subsequent to 
January 1, 1916, resulting from that part of the contracts performed prior 
to that date, might be omitted from the income returned for the purpose 
of the tax. To the extent that this paragraph is subject to this interpre- 
tation, it is erroneous. 

Section 301 of title III of the act of September 8, 1916, contains a 
proviso which reads as follows: 

Provided, however, that no person shall pay such tax [12% per cent. 
on the entire net profits] upon net profits received during the year nine- 
teen hundred and sixteen derived from the sale and delivery of the 
articles enumerated in this section under contracts executed and fully 
performed by such person prior to January first, nineteen hundred and 
sixteen. 

This proviso applies only in cases wherein the contracts were both 
executed and fully performed by the contractor prior to January 1, 1916, 
all manufacturing having been completed and all deliveries having been 
made, so that there remains only the collection of any amounts due and 
unpaid on such fully performed contracts. 

In such cases the amounts received subsequent to January 1, 1916, on 
such fully performed contracts will not be returnable for the purpose of 
the tax when received. If, however, subsequent to January 1, 1916, net 
profits are received on contracts entered into and but partially completed 
prior to that date, the amount of such net profits so received on such 
partially completed contracts shall be returned as taxable profits for the 
year in which received. Except as indicated in the proviso hereinbefore 
quoted, the tax imposed by this title is assessable upon the entire net 
profits received or accrued during the taxable year. 

Whether any net profits received subsequent to January 1, 1916, are 
taxable under this title will depend upon whether or not the contract 
under which the profits accrued was fully performed prior to that date. 
Unless the contract was so fully performed prior to January 1, 1916— 
that is, unless the contractor had fully complied with all the terms of his 
contract, both as to the manufacture and delivery of the articles covered 
by the contract—any profits received subsequent to January 1, 1916, on 
such contract, even though in payment of deliveries made prior to that 
date, —_ be returned for the purpose of the tax for the year in which 
received. 

In so far as the paragraph in article 11, regulations 39, implies that 
any profits which accrued on deliveries made in 1915 under contracts not 
fully performed prior to January 1, 1916, and which profits were received 
subsequent to that date, should not be returned as taxable income when 
received, it is erroneous, and is hereby annulled. 

The tax being imposed upon net profits received or accrued, the 
revised ruling, as hereinbefore set out, contemplates that all net profits 
received subsequent to January 1, 1916, on contracts not then fully per- 
formed must be returned as taxable profits of the year in which received. 
regardless of when they may have been earned or accrued. Hence net 
profits received subsequent to January 1, 1916, on deliveries made under 
contracts which were but partially performed at that date constitute tax- 
able income of the year in which received and cannot be lawfully excluded 
therefrom. 

Collectors will advise munitions manufacturers of the substance of 
this decision. 

Copy letter re Discount on Bonds 
Treasury Department, Washington, March 8, 1917. 


GENTLEMEN: This office is in receipt of your letter of the 1st instant 
in which you state that in the year 1915 your corporation sold an issue 
of five year first and consolidated mortgage bonds at a discount and wrote 
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the entire amount of the discount and re-financing expenses off against 
surplus in that year, and that now a representative of this office who has 
been making an examination of your books has stated that it is a rule of 
the department that if the above practice is followed no deduction there- 
from can be made in years subsequent to that in which a loss through 
discount on bonds had been sustained and charged off against surplus. 

In this connection you are advised that if the examining officer made 
the statement which you attribute to him it was evidently an error, inas- 
much as this office has consistently held that discount on bonds issued 
by a corporation and the expenses incidental thereto should properly be 
distributed over the life of the bonds and an equal amount be deducted 
annually instead of claiming the entire deduction in one year. Even 
though in the year 1915, when such bonds were issued at a discount, you 
charged the entire amount to surplus, this office is of the opinion that 
you are entitled to an annual deduction, based upon the life of the bonds, 
to make good at the time the bonds mature the entire loss which will have 
been sustained by your corporation through the discount on the bonds 
and expenses of issuing the same. It is requested, however, that if pos- 
sible you will make entries on your books which shall tend to show in 
future years the amount originally written off against surplus on this 
account in 1915, the number of years constituting the life of the bonds 
and the amount claimed annually in preparing your return of annual net 
income. This would serve the purpose of furnishing the required infor- 
mation to any examining officer who might have occasion to examine 
your books in some future year. 

Respectfully, 


(Signed) L. F. Sperr, 
Deputy commissioner. 
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Eprtep sy S—EyMour Watton, C.P.A. 
EconoM1z1InG Lapor IN CASE oF Many SALES To SAME CUSTOMER 


It frequently happens that a customer will buy a great many separate 
bills in every month, necessitating a large number of charges to his 
account. This is most likely to happen when the customer is a concern 
with many branches, all the bills for which are paid by the home office. 
Printers who do a varied business are apt to order “sorts” or special lots 
of type many times during a month. In such cases the account in the cus- 
tomers’ ledger becomes a very long one and the posting of all the items 
to it every month consumes much valuable time. 


One case that came under my observation was that of a concern that . 
had at least one station or branch on practically every railroad in the 
United States. Each station bought several bills each month from a 
company in New York. All bills were paid by the home office, which 
sent a cheque for each station separately, when its account was checked 
up. The New York company kept a sales register in which all sales 
were entered daily as they occurred and distributed in columns to a 
number of different sales accounts. From the register each item was 
posted to the debit of a customer in a bound ledger with perhaps forty 
lines to the page. The account of this particular customer occupied sixty- 
six of these pages in a single year. When a bill was paid for a single 
station the items covered by the payment were checked off with red ink 
on the ledger. The total of the unchecked items would then, of course, 
always equal the balance of the account. 


When it was suggested to the bookkeeper of the New York company 
that he could avoid making more than 2,600 ledger postings in a year, and 
make only 12, he was somewhat skeptical until he was shown the simple 
way in which it could be done, without any sacrifice of convenience, and 
with an avoidance of the chance of error in posting. 


The method was simply to give the customer a special sales book for 
its purchases alone. At the end of each month the various columns of 
this special book were added and the totals transferred to the corres- 
ponding columns in the regular sales register. The customer’s account 
was thus charged with one item as sales for the month. When the account 
of any particular station was paid, the items included in it were checked 
off on the special sales register. The unchecked items on the sales register 
would then represent the balance on the customers’ ledger account. 


This may seem radical to an old-fashioned bookkeeper, but the tendency 
today is to eliminate duplication of work wherever possible. In this case 
it is done by making the special sales register virtually a part of the 
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customer’s account. Having the information in detail assembled in one 
place where it can be easily referred to, it seems an absurd waste of time 
and labor to copy it all into the ledger. 

If there are several customers of the same kind, they can all be treated 
in the same way by giving each one a separate division of the sales register. 

If the sales are posted to the customers’ accounts directly from dupli- 
cate invoices filed in a post binder, with a recapitulation sheet on which 
distribution to the various sales accounts is made, the sales to the frequent 
purchasers may be entered in regular course on the sales register and 
posted to special recapitulation sheets, the totals of which will be trans- 
ferred at the end of the month to the main recapitulation sheet to com- 
plete the sales record. In this case some letter or other designation will 
have to be given to each branch or station on the special recapitulation 
sheet, as there is seldom room enough on it to write the name. This is 
necessary only when payment is made by stations, as in the case referred to. 


Use or ApDING MACHINE IN CALCULATING PERCENTAGE AND IN PRO-RATING 


In the March issue of THE JouRNAL oF AccouNTANCY, the Students’ 
Department commented on the use of reciprocals as a short method of 
performing long division. George H. McVicker, C.P.A., has devised an 
ingenious method of utilizing the ordinary adding machine in computing 
and applying the reciprocal to be used in percentage and pro-rating calcu- 
lations. This method is explained here with his permission. 


If, for instance, it is desired to find what per cent. 475 is of 625, the 
per cent. may be determined in either of the following ways: 


A. By division: 
475 — 625 = 76% 
Percentage + base = per cent. 


B. By the reciprocal method: 
100 + 625 = .16, the reciprocal of 625 
475 & .16 = 76, the desired per cent. 


The reciprocal method can be used to great advantage when a number 
of per cents are to be found from the same base, since, after the reciprocal 
has once been calculated, repeated multiplications by the reciprocal are 
more easily accomplished than repeated divisions by the base, particularly 
when the multiplications are performed on the adding machine. 


It will be noted that the reciprocal method involves two calculations: 


Determining the reciprocal 
Multiplying the reciprocal 


Both of these calculations can be performed on the adding machine 
by Mr. McVicker’s method, as illustrated in connection with the following 
profit and loss account: 
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INCOME AND Prorit AND Loss AccouNT 
For the year ended Dec. 31, 1916 
%o to Averages 























Amount Sales per doz. 
Sales of brooms 369,225.85 100.00 3.700 
Cost of sales: 
4 Materials used: 
Broom corn 123,511.57 33.45 1.238 
Handles 25,206.63 6.83 253 
Wire 3,311.76 90 .033 
Twine 5,948.24 1.61 .059 
Packages 4,627.93 1.25 .046 
Sundries 2,552.47 69 026 
Sub total 165,158.60 44.73 1.655 
Direct labor 48,438.00 13.12 486 
Manufacturing burden: 

Indirect labor 4,554.30 1.23 046 
Superintendence 3,901.50 1.06 .039 
Maintenance and depreciation 8,015.02 2.17 .080 
Fuel, light, power, etc. 5,121.78 1.39 051 
Insurance 1,160.11 31 012 
| Taxes 1,938.69 53 019 
Factory expense 594.40 16 .006 
Sub total 25,285.80 6.85 253 
Grand total 238,882.40 64.70 2.394 
Gross income from operations 130,343.45 35.30 1.306 

General and selling expenses: 
Management salaries 15,928.31 4.31 160 
Clerical salaries 14,891.59 4.03 .149 
Stationery and office supplies 495.10 13 .005 
Miscellaneous general expenses 290.69 .08 .003 
Income and capital stock taxes 477.79 13 .005 
Telephone, telegraph and postage 1,307.91 36 013 
Travelers’ salaries and expense 68,158.25 18.46 683 
Advertising 2,339.94 63 .023 
Shipping and delivery 311.76 09 .003 
| Agencies and associations 1,108.96 30 O11 
Exchange and collection charges 581.64 16 .006 
Bad debts 597.16 16 .006 
106,489.10 28.84 1.067 
Net income from operations 23,854.35 6.46 .239 
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Determining the Reciprocal 


In determining the per cents which the various items are of the sales, 
the amount of the broom sales, $369,225.85, is used as the base. It is 
therefore necessary to find the reciprocal of $369,225.85, which is done 
on the adding machine by dividing 369,225.85 into 1,000,000 as follows: 

With the “repeat” key pressed down on the adding machine the amount, 
369,225.85, is struck on the numeral keys and the lever pulled once, when 
the indicator will show the machine contains 369,225.85; pulling the lever 
again or the second time, the tape shows the amount repeated and the 
indicator shows the accumulated figure, or 738,451.70. If the lever were 
then to be pulled again or the third time, the accumulation would exceed 
1,000,000.00, which latter amount should not be exceeded when accom- 
plishing the problem. 

The next step is to raise all of the numeral keys, which on some 
machines is done by pressing a “correction” key; then by sliding to the 
right on the key board, striking an amount one-tenth as large or 
36,922.58, and proceeding with the lever pulling and watching the accumu- 
lations on the indicator; the first pall will produce 775,374.28 on the 
inflicator, the second pull will show 812,296.86, and so on, increasing until 
the seventh pull, when it will show 996,909.76, which is as far as you can 
go without exceeding 1,000,000.00. 

Then raise the numeral keys by pressing the “correction” key and slide 
to the right on the keyboard. It will be noticed that at this point, one- 
tenth of the amount or 3,692.25, cannot be added to the accumulated 
amount shown by the indicator, or 996,909.76, without exceeding 1,000,- 
000.08, so slide another column and strike one hundredth of the amount 
or 369.22, which will allow the lever to be pulled eight times before 
another pull would cause the indicator to show an amount larger than 
1,000,000.00; then raise the keys and strike 36.92, pull the lever three times 
until the indicator will show that you can go no further without exceeding 
1,000,000.00. Then slide again and with 3.69 struck on the numeral keys 
pull the lever until the indicator shows an amount slightly in excess of 
the former limit—then raise the numeral keys, press the total key, pull the 
lever and clear the machine; the “tape” will show a total of 1,000,000.11, 
and you can count the number of times, on the “tape,” that 369,225.85 
would need to be multiplied to produce the total, or 2.70837 times, which 
is the desired reciprocal. 
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Divisor Reciprocal Tape Indicator 
or or 
Reciprocal Tape Indicator Divisor 
36,922.58 775,374.28 369.22 999,125.08 
2 369,225.85 738,451.70 369.22 999,494.30 
369.22 999,125.08 8 369.22 990,863.52 
36,922.58 812,296.86 36.92 999,900.44 
36,922.58 849,219.44 36.92 999,937.36 
36,922.58 886,142.02 3 36.92 999,974.28 
36,922.58 923,064.60 
36,922.58 959,987.18 ~ ate 
7 36,922.58 996,909.76 3.69 999,985.35 
4 ' 
3.69 999,989.04 
po aan 3.69 999,992.73 
’ 3.69 999,996.42 
369.22 998,017.42 7 3.69 '1,000000.11 
369.22 998,386.64 shes 
369.22 998,755.86 1,000,000.11* . 


Multiplying by the Reciprocal 


Since the multiplication is to be performed on the adding machine, it 
is necessary to make a table of the products obtained by multiplying the 
reciprocal by the numbers from 1 to 9 inclusive. This is accomplished on 


the adding machine as follows: 


Strike the reciprocal 270837 on the key-board, press the non-print key, 
pull the lever, press the subtotal key, pull the lever and print on the tape 


270837. Then strike the same amount on 
the keys again, press the non-print key, 
pull the lever, press the subtotal key, pull 


Multi- Reciprocal Product 
plier (non-print) (subtotal) 


the lever and print on the tape 541674 and 1 270,837 270,837 
so on until the ninth subtotal or 2437533 2 270,837 541,674 
is printed on the tape. This will furnish a 3 270,837 812,511 
printed table from one to nine times the 4 270,837 1,083,348 
reciprocal. With a pencil write in front 5 270,837 1,354,185 
of each amount the number of times that 6 270,837 1,625,022 
it is the multiplication of the reciprocal. 7 270,837 1,895,859 
Then the table is available for use and 8 270,837 2,166,696 
the figures in the list can best be referred 9 270,837 2,437,533 


to by sliding around over the face of the 


table a small L shaped piece of paper similar to a carpenter’s square. 


Calculating Per Cents. 


With the table of reciprocals completed, the next step is to find what 
per cent. each item in the statement is of the sales. To do this, each item 
is multiplied by the reciprocal of the sales. For example, the amount of 
broom corn used, $123,511.57, is multiplied by 270837. 
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At a glance it is seen that the cost of broom corn is a little more than 
30 per cent. of the amount of the sales of brooms; so for the purpose 
of allowing for the effect of the continuation of the length of the decimal 
in pointing off, six figures should be used in starting the inverted triangle 
of figures. For the amount of 123,511.57 start with the left hand figure 
or the 1, then look at the table of reciprocals and : 
strike six figures of the first item on the adding Inverted triangle 
machine, or 270837. Then slide the square on the face 270837 


of the table, one space to the left and down to the 54167 
second amount and strike on the adding machine the 8125 
amount of 54167. Then slide the square one space to 1354 
the left and down to the third amount and strike 27 
8125. Then slide the square to left one space and 3345 ae 


down to the fifth amount and strike 1354. Then slide 
the square to left one space and up to the first amount and strike 
27. Then slide again one space with the square on the first amount 
and strike 2. Then clear the machine and the total will show 334512 on 
the tape. This will be seen to be the total of the reciprocals of 
1.2.3.5.1.1., or $123,511, the amount of the broom corn, the percentage 
of which to sales being therefore 33.45. 

The second item of materials used as shown by the statement is 
handles, 25,206.63. At a glance it is seen to be between five and ten per 
cent. of the broom sales. Therefore five numerals are 


needed for the first figure in the inverted triangle. Inverted triangle 


Slide the square on the table so as to expose five reece 
numerals of the second amount. Strike on the adding 541 
machine 54167. Then slide the square one space to 

the left and down to the fifth amount and strike 16 
13541. Then slide the square to left one space and 1 a 


up to the second amount and strike 541. Then slide 
the square to left two spaces and down to the sixth amount and strike 
16. Then slide it another space to the left and strike 1. Then clear the 
machine and the total will show 68266 on the tape, or 6.83 per cent. 


Calculating Averages 


As a further illustration of the system there is shown on the enclosed 
statement of income account the average costs, expenses and profits per 
dozen brooms sold, the total number of dozens being 99,791. First, the 
number of dozen, 99,791, is divided into 1,000,000, and a reciprocal figure 
of 1,002,095 obtained. 
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Divisor 

or 

Reciprecal Tape Indicator 

1 997,910.00 997,910.00 
0 
0 

997.91 998,907.91 

2 997.91 999,905.82 
0 

9.97 999,915.79 

9.97 999,925.76 

9.97 999,935.73 

9.97 999,945.70 

997 999,955.67 

9.97 999,965.64 

9.97 999,975.61 

9.97 999,985.58 

9 9.97 999,995.55 

.99 999,996.54 

99 999,997.53 

99 999,998.52 

.99 999,999.51 

5 99 = 1,000,000.50 

1,000,000.50* 

Then a table of products of this reciprocal is prepared. 
Reciproca Product 
(Non-print) (Sub-total) 
1,002,095 1,002,095 

1,002,095 2,004,190 
1,002,095 3,006,285 
1,002,095 4,008,380 
1,002,095 5,010,475 
1,002,095 6,012,570 
1,002,095 7,014,665 
1,002,095 8,016,760 
1,002,095 9,018,855 


COONAN & WH 


The inverted triangles of figures showing the calculations of the first 


three averages are shown below: 


Sales 
3,00628 
60125 
9018 
200 

20 

5 


3,69996* 


Broom corn 
1,00209 
20041 
3006 
501 
10 
1 


1,23768* 
395 


Handles 
20041 
5010 
200 
6 


25257* 
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INTEREST ON DEPRECIATING ASSETS 


Editor, Students’ Department: 

Sm: In charging interest on investments should the interest charge 
be based upon the gross amount, or the gross amount less the deprecia- 
tion, and why? 

The A Company has $50,000.00 invested in machinery, the depreciation 
on which per annum being $5,000.00. During the second year should 
interest be charged on $50,808.60, or $45,000.00? Why? I. R. W. 

Waiving the main question as to whether interest should be charged 
on fixed assets at all, the amount on which it should be calculated would 
be the net carrying value, the gross amount less depreciation. 

The reason is because the net amount is all the value that the concern 
owns in the asset, and it cannot charge interest on what it does not own. 
The analogy between a depreciating and a wasting asset is very close in 
this respect. If the $50,000 represented a wasting asset, say a bed of 
clay, from which one-tenth is taken every year, and interest is to be 
charged at 5 per cent. as part of the cost, the charge for clay the first 
year would be $7,500. As the clay account would be then reduced to 
$45,000 the interest the second year would be $2,250, and the cost of the 
clay $7,250, and so on. 

In spite of the fact that some persons object to the statement that a 
man cannot act in a dual capacity, and be at the same time both a seller 
and a buyer of the same article, it is often convenient so to consider him. 
If the machinery in question was the property of an outsider and was 
sold to our correspondent for ten annual payments of $5,000 each, with 
interest at 5 per cent., it is clear that the interest would be calculated on 
the remaining principal each year. It does not require much imagination 
to treat the user of the machinery as a manufacturer buying the machinery 
from himself as a capitalist, and paying for it at the rate of $5,000 annu- 
ally with interest. There is no essential difference between paying for 
it in cash and returning the equivalent value in service. 


ProFIt ON CONSTRUCTION 


Editor, Students’ Department: 

Sm: I thoroughly understand the principle whereby it is incorrect to 
charge at market value own material and labor used in the erection, repair 
or construction of buildings or plant for own uses, instead of at actual 
cost. 

But suppose a contract is awarded a mason builder by a wholesale 
dealer in mason and builders’ materials, and the mason builder buys the 
materials he will need for the construction and erection of the new store- 
house for the wholesaler from the wholesaler, what then? 

Is the wholesaler not making a profit on the materials he has sold to 
the mason who is putting these materials in the wholesaler’s new asset? 

The wholesaler intends to consider as the cost of this new asset the 
amount of the mason’s charge, which will include as per contract the 
materials used, the labor used plus the mason’s profit. 

Now, then, does the asset really cost the contracted figure? 
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It seems to me that the best method under these conditions, where the 
material can be supplied for new work of this character, would be to 
furnish the material for all work (brick, lime, sand, stone, cement, etc.) 
and pay the mason only for the labor expended plus the usual profit, 
charging the asset with the material supplied in this way at cost. 

Yours truly, 
E. W. S. 

Waldwick, New Jersey. 


There is no doubt that the better plan would be to adopt your sugges- 
tion and to furnish the contracting mason with the necessary materials 
at cost and to pay him for the labor and his profit. If this were done, 
the contractor should not be required to pay for the material, for two 
reasons—there would be no sense in his paying for the material and then 
immediately collecting for it and the labor and profit, and the company 
would probably not care to disclose its cost values to the contractor. 

However, all this is foreign to the question, because no such bargain 
has been made with the mason contractor. He signs a contract to do 
certain work, not on a time and material basis, but for a lump sum. This 
being the case, the cost of the work is the amount that is paid to the 
contractor, without regard to where he buys his material or what it costs. 
Selling the material to the contractor and paying him for his contract 
are two entirely independent transactions. 


AVERAGING Cost oF SALES 


Editor, Students’ Department: 

Str: The company that I am with is a wholesaler of nuts, fresh and 
dried fruits and eggs. A dispute has arisen in regard to the profits 
resulting from a certain transaction. 

The question involved is that during a certain period of time the 
company purchased eggs to the amount of $22,500.00 and sold them for 
$24,000.00. The manager of the company claims he made $1,500.00 on the 
egg deal. I asked him how he figured it and his reply was that they cost 
— so much and he sold them for so much, and the difference was his 
pronht. 

The experience of the company the last year was that the expense of 
doing business was practically ten per cent. of the sales, therefore my 
solution of his egg deal was that it cost him $2,400.00 to handle his eggs, 
from the past experience of the company, and that he had a loss of 
practically $900.00 in place of a profit, as he claimed. Am I right? 


A STuDeENT. 


The probability is that neither view of the profit made on the egg 
deal is correct. There was undoubtedly a gross profit of $1,500.00, but it 
is not so certain that there was a net loss of $900.00. 

In a business handling varied lines of goods there is nothing so decep- 
tive as the adoption of an average cost of doing business based solely 
on either selling or buying values. The only conditions under which this 
would be correct would be when it cost exactly as much to handle and 
sell $24,000.00 worth of eggs at selling price as it did to handle and sell 
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the same value of nuts, bananas and all the other classes of products. 
This is extremely improbable, since eggs are staple articles and are usually 
easy to handle and sell. The other commodities may be also, but it is 
not probable that they are exactly the same. 

To give an exaggerated illustration, suppose the cost of doing business 
is fairly chargeable to commodity A at 16 per cent. and to B at 18 per 
cent., while eggs should be charged only 3 per cent., then the following 
sales would average 10 per cent., but it would not be fair to say that eggs 
cost 10 per cent. 





$12,000.00 Commodity A at 16% $1,929.00 
12,000.00 Commodity B at 18% 2,160.00 
24,000.00 Eggs at 3% 720.00 
$48,000.00 Average at 10% $4,800.00 


This would indicate a net profit on the eggs of $780.00. 

You cannot average things in regard to which the conditions are 
entirely unlike. To take selling values as a basis of comparison when all the 
other conditions may be entirely different is not scientific. The first point 
to be decided in this particular case is whether the conditions are or are 
not the same in regard to all the commodities handled. If they are not, 
a separate cost rate must be adopted for each. 





It is announced that the practice formerly carried on under the firm 
name of Frame, Dougherty & Co. will now be conducted under the firm 
name of Richard Dougherty & Co. The offices of the firm are in 
Plymouth building, Minneapolis, Minnesota. 





Ulus A. Morton, C.P.A., E. Herbert Bailey, C.P.A., and Manfred 
Barber, C.P.A., announce the formation of a copartnership under the firm 
name of Morton, Bailey & Co., with offices in the Hurt building, Atlanta, 
Georgia. 





Henry Homes, C.P.A., announces that he has taken into partnership 
Morton I. Davis, C.P.A., and that the firm will practise under the name 
of Homes & Davis at 949 Broadway, New York. 





Sherman P. Camp, C.P.A., announces a change of address from 135 
Broadway to 149 Broadway, New York. The telephone number is 
unchanged. 





Herbert S. Greenwood announces the removal of his office from 50 
Broad street tc 68 William street, New York. 
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COST ACCOUNTING AND BURDEN APPLICATION, by Cirntow 
H. Scovetn. D. Appleton & Co., New York, 1916. $2.00 net. 


The title is somewhat misleading because the book contains little per- 
taining to cost accounting as a whole. Except for a few chapters at the 
beginning, it is concerned almost entirely with some of the problems of 
burden distribution. After a review of the methods of applying burden, 
the book discusses fixed charges, interest as a part of cost, rent and equip- 
ment charges, repairs, indirect labor and supplies, power and steam, 
general expenses, unearned burden and the verification of burden esti- 
mates. It then considers budget systems and statements. The book 
closes with chapters on foundry, textile, candy and paper costs, but these 
chapters will not enable one to install systems in any of these industries. 
In fact, the book is not intended to be a practical guide for system work, 
but rather a statement of principles. Its advertisements are correct in 
stating that “it does not attempt to fix the reader’s attention on particular 
forms which might work successfully in one shop or in one industry.” 
It explains the author’s views on most of the questions concerning the 
distribution of overhead and provides interesting and instructive reading 
for one who has a practical knowledge of the matters discussed. A con- 
siderable amount of repetition throughout the last chapters suggests that 
they may have been separate essays. 

The idea most strongly emphasized in the book is that “unearned 
burden,” or the accumulation of burden charges due to idle equipment, 
should not be considered manufacturing cost, although it must be recog- 
nized in the determination of proper selling prices. This burden the 
author would charge directly to profit and loss—an idea which he stated 
in this Journat (Vol. 17, page 22, January, 1914). He urges this point 
in eleven separate places in addition to devoting a chapter to it; yet in 
none of these does he give any arguments except those supporting his 
own conclusions. The principal criticism of the book is indicated by this 
example. The author is so positive about his positions that he sometimes 
undervalues opposing opinions. For example, he states it to be an 
“unqualified conclusion that purchase discounts are properly a deduction 
from invoice price” of materials purchased. In the matter of interest as 
part of cost, although considerable mention is made of arguments to the 
contrary, the author says that “all objection to including interest on invest- 
ment in cost must disappear, however, when one considers the funda- 
mental economic theory involved.” 

The chapter on material and material costs contains much useful 
information on the handling of stores and the chapter on labor cost is 
valuable, but each would be improved by the addition of forms. The 
author performs good service in urging that all rates for burden appli- 


399 








The Journal of Accountancy 


cation be checked with the actual expense burden incurred so that the 
rates may be adjusted to the facts. The book has a strong flavor of 
economics. In discussing fixed charges for interest on investment, taxes, 
insurance and depreciation, the utmost that any economist has claimed 
is granted. 

Harotp Dupiey GREELEY. 





PRINTERS’ ACCOUNTS; by H. Laxin-SmituH. Vol. XVII, The 

Accountant’s Library. Gee & Co., London. 

This manual, first published in 1903, has been revised and brought up 
to date with the aid of the Federation of Master Printers and Allied 
Trades of the United Kingdom of Great Britain and Ireland. Perhaps 
the student accountant will not be able to devote much time to assimi- 
lating ite contents, but it will be of practical service to the practising 
accountant since it supplies that specialized data which is necessary to the 
best of us, however well grounded in general theory. The book is, of 
course, intended for British accountants, but will be useful to the American 
practitioner until a similar work along American lines is forthcoming. 
Those who possess a copy of the Standard Cost-Finding System treatise 
issued by the United Typothete and Franklin Clubs of America (1910) 
will be able to make some interesting comparisons. For example, it will 
be noted that Mr. Lakin-Smith does not include interest on the investment 
as a part of the costs, whereas the Standard Cost-Finding System adds 
such interest at the rate of 6 per cent. Moreover, the system also makes 
the surprising inclusion in costs of a minimum profit of 25 per cent. We 
prefer Mr. Lakin-Smith’s practice. Rates of depreciation are given and 
seem to be lower in Great Britain than in the United States, due in great 
part, one may suspect, to the influence of the income tax assessor. A 
chapter in closing gives general instructions as to income tax procedure 
and returns, a hint to American writers of similar manuals. 

W. H. L. 





Sully and Hood announce their removal to larger quarters in the 
Crocker building, San Francisco, California. 





Leon Brummer, C.P.A., has removed his office to rooms 405-406, 287 
Broadway, New York. 





